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?ry Fellow Shareholders,

2006 was an unpredictable and challenging year—for the movie industry overall, as
well as for our company. Here were some of the high points for us:

—Ower the Hedge was one of the year's top releases at the domestic box office and
has been a strong scller in its first several mosths in home video.

—Library home video sales of our 2005 hit Madagascar surpassed our expectations.

—Nickelodeon announced plans to create television shows based on our Madagascar

Penguins and our upcoming 2008 release, Kung Fur Panda.

—We concluded a deal with ABC to produce 2 perennial holiday TV show, Shrek
the Halls, which will first air during the 2007 Christmas scason.

On the other hand, Flushed Away. despite its critical acclaim, did sot deliver the box office results we had hoped for,

and that significantly impacted our overall financial performance. Clearly, as a company we need to do better.

We believe the foundation we've been building over the past few years will serve to position the company well in the
future. An additional year has been added to upfront story development to give the core ideas behind our movies the
best chance to rcach their full potential. Technologicaf unification of our sorthern and southern California campuses is
increasing our cfficicncy and giving our artists a cutting edge toolsct to bring their ideas to lifc. New technologics, like
digital storyboarding, have been incorporated carlier in the production process. allowing our filmmakers to visualize

their movies and get valuabie feedback sooner.

Allin all, we currently have the largest assembly of production and animation talent in the industry and the tools to
launch the next chapter of DreamWorks Animation. It now comes down to execution.

In 2006 there were more computer generated animated movics than ever before—and too many of them told similar
stories. Clearly. just being CG animated isn't enough to distinguish 2 movic in the minds of consumers: each film
nceds to be totally focused on creating a truly special experience for the audience. In that regard, we

believe that each of our upcoming movies has the potential to sct us apart and to deliver the

kind of expericace we want moviegoers to associate with DreamWorks Animation films.

2007 will be the beginning of a new chapter at our company and I can't thisk of

a better way to begin than with the next installment of our flagship franchise. Shrek
the Third, opening May 18. We follow it with Bee Mouvie, our fall theatrical release
written by and starring Jerry Scinfeld. and then. in 2008, Kung Fu Panda and

the sequel to Madagascar.

As with any film, I can’t guarantee our films will be blockbusters.
Uncertainty is a reality of the movic business—there are no guaraniced
hits. What I can tell you. though, is we intend to make movies that set us

apart and give our audiences a wonderful and special family expericace
cach and every time. Aad that, in my mind, is the best way to
make the next chapter at DreamWorks Aaimatios a great one.

Thank you for your continued support,

H* 4@&%

]cffrcy Katzcnbcrg. Chief Executive Officer and Director
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FORWARD-LOOKING STATEMENTS

Certain statements in this Annual Report on Form 10-K (the “Form 10-K") are forward-looking statements
within the meaning of the Private Securities Litigation Reform Act of 1995, Section 27A of the Securities Act of
1933 and Section 2IE of the Securities Exchange Act of 1934. These statements are based on current
expectations, estimates, forecasts and projections about the industry, in which we operate, and management’s
beliefs and assumptions made by management. Such statements include, in particular, statements abou! our
plans, strategies and prospects. In some cases, forward-looking statements can be identified by the use of words
such as “may,” “could,” “would,” “might,” “will,” “should,” “expect,” “forecast,” “predict,” “potential,”
“continue,” “anticipates,” “expects.” "intends,” “plans,” “believes,” “seeks,” “estimates,” “is scheduled for,”
“targeted,” and variations of such words and similar expressions. These statements are not guarantees of future
performance and are subject to certain risks, uncertainties and assumptions that are difficult to predict.
Therefore, actual results and outcomes may differ materially from what is expressed or forecasted in any such
SJorward-looking statements as a result of various factors, including, but not limited to, those risks and
uncertainties listed under Part I, Item 1A—“Risk Factors” on pages 20 through 34 and discussed elsewhere in
this Form 10-K, in our other filings with the Securities and Exchange Commission (the "SEC"} or in materials
incorporated therein by reference. Particular attention should be paid 1o the cautionary language set forth in
Part I, tem [A—"Risk Factors” under the following headings:

LI "o [T
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*  “QOur success is primarily dependent on audience acceptance of our films, which is extremely difficult to
predict and therefore inherently risky”;

*  "Qur business is dependent upon the success of a limited number of releases each vear and the
commercial failure of any one of them could have a material adverse effect on our financial results”;

*  “Our operating results fluctuate significantly”;

s “The production and marketing of CG animated films is capital intensive and our capacity to generate
cash from our films may be insufficient to meet our anticipated cash requirements”;

*  “Our scheduled releases of CG animated feature films may place a significant strain on our resources”;

s “We are dependent on Paramount for the distribution and marketing of our feature films and related
products”;

»  “Internal control assessments at our third party distributor and service provider partner could result in
deficiencies, significant deficiencies or material weaknesses in our internal control over financial
reporting”; and

*  “"We are dependent on Paramount for timely and accurate reporting of financial information related to
the distribution of our films.”

Except as required under the federal securities laws and the rules and regulations of the SEC, we do not have
any intention or obligation to update publicly any forward-looking statements whether as a result of new
information, future events or otherwise.

"odg LI "

Unless the context otherwise requires, the terms “DreamWorks Animation,” the "Company,” “we,” “us
and “our” refer to DreamWorks Animation SKG, Inc., its consolidated subsidiaries, predecessors in interest, and
the subsidiaries and assets and liabilities contributed 1o it by DreamWorks L.L.C. (“DreamWarks Studios”) on
October 27, 2004 (the “Separation Date”) in connection with our separation from DreamWorks Studios (the
“Separation”), including Pacific Data Images, Inc. (“PDI"} and its subsidiary, Pacific Data Images, LLC
{“PDI LLC”).




Item 1. Business

Overview

DreamWorks Animation is principally devoted to developing and producing computer-generated, or CG,
animated feature films. We have released a total of 13 animated feature films, seven of which have been CG
animated feature films, and one direct-to-video title. Shrek 2 and Madagascar were both the highest-grossing
animated fiims in the domestic box office in their respective years of release, and Shrek 2 remains the highest-
grossing animated film, as well as the third-highest grossing film, of all time in the domestic box office.

The table below lists our animated films produced and released since 2004, the domestic box office receipts
for each theatrical release, worldwide home video units shipped (less actual returns and an estimated provision
for future returned units) reported by our distributor and worldwide home entertainment revenue (less actual
returns and an estimated provision for future returned units) reported by our distributor for such released films.
Domestic box office receipts represent amouats collected by theatrical exhibitors.

Worldwide Home Worldwide Home

Domestic Video Units Entertainment
Type of Theatrical Domestic Box Office Shipped'? Revenue®

Film Animation Release Date (as of 12/31/06) (as of 12/31/06) {as of 12/31/06)
Flushed Away .......... CG-Animated November 2006 $ 61.7 million N/A@ N/At
Over the Hedge ......... CG-Animated May,2006 % 155.0 million 9;8 million™  $160.0 million®
Wallace & Gromit: The "

Curse of the Were- I

Rabbir® ... ......... Stop-Motion Octobt[:r 2005 $ 56.1 million 5l.2 miilion $ 85.5 million
Madagasecar .. ....... ... CG-Animated May 2005 $193.2 million 22.2 million $339.0 million
SharkTale ............. CG-Animated  October 2004 $160.9 million 20.0 million $269.8 million
Shrek2 ... ............. CG-Animated May 2004 $436.7 million 41.2 million $577.9 million

(M Source: Variety.com. Box office receipts represent the amounts collected by domestic theatrical exhibitors
for exhibition of films and do not represent measures of our revenue. In the past, our distributors’
percentage of box office receipts has generally ranged from an effective rate of 54% to 48%, depending on
the financial success of the motion picture and the number of weeks that it plays at the box office. For a
discussion of how we recognize revenues on our films under our third-party distribution agreements, please
see “—Distribution and Servicing Arrangements” herein.

@  Represents home video units shipped, less actual returns and an estimated provision for future returned
units, as reported by our distributor. This figure does not reflect the number of home video units eventually
sold to the consumer,

(3} Represents revenue, less actual returns and an estimated provision for future returned units, as reported by
our distributor and does not represent revenue to DreamWorks Animation.

@ Flushed Away's home video unit sales are not included in this table, because it was released in the home
entertainment market on February 20, 2007.

) Over the Hedge was released in the home entertainment market on October 17, 2006.

®  Qwned and produced by Aardman Animations, Ltd. (“Aardman”) for which we generally have worldwide
distribution rights in perpetuity, excluding certain United Kingdom television rights and certain ancillary
markets.

We believe our experience, creative talent, scale of operations, technology and animation proficiency enable
us to release two high-quality CG animated feature films per year. During 2006, we released two CG animated
feature films, Over the Hedge and Flushed Away, which were released into the domestic theatrical market on
May 19, 2006 and November 3, 2006, respectively. We expect to release two CG animated films in 2007, with
the theatrical release of Shrek rhe Third in May 2007 and Bee Movie in November 2007. We are also in various
stages of pre-production and production on four additional feature films that we expect to release in 2008 and in

2




2009. In addition, we have a substantial number of projects in creative and story development that are expected
to fill the release schedule in 2010 and beyond.

Qur feature films are currently the source of substantially all of our revenue. We derive revenue from the
worldwide exploitation of our feature films in theaters and in ancillary markets such as home entertainment and
pay and free broadcast television. In addition, we earn revenue from the licensing and merchandising of our films
and characters in markets around the world. For the vears ended December 31, 2006, 2005 and 2004, our
operating revenue was $394.8 million, $462.3 million and $1,078.2 million, respectively. Our net income in
2006, 2005 and 2004 was $15.1 million, $104.6 million and $333.0 million, respectively. Beginning with the
fourth quarter of 2004 and continuing through January 31, 2006, our results reflect the effects of our distribution,
servicing and other arrangements with DreamWorks Studios as discussed below. Effective January 31, 2006, our
results reflect our distribution, servicing and other arrangements with Paramount Pictures Corporation and its
affiliates and related entities, including DreamWorks Studios (collectively “Paramount™), as also discussed
below.

Recent Developments
Secondary Offering

In connection with the Separation, certain members of DreamWorks Studios formed DWA Escrow LLLP, a
Delaware limited liability limited partnership (“Holdeo™). Pursuant to the Formation Agreement, dated as of
October 27, 2004 (the “Formation Agreement”), such members of DreamWorks Studios agreed to contribute a
portion of our common stock they received in the Separation from DreamWorks Studios to Holdco in exchange
for partnership interests in Holdco. Holdco’s initial partners were M&J K Dream Limited Partnership
(“M&J K Dream”), M&J K B Limited Partnership (“M&J K B™), DG-DW, L.P. (“DG-DW"), DW Investment
I, Inc. (“DWLII"), DW Lips, L.P. (“"DW Lips”), Lee Entertainment L.L..C. (“Lee Entertainment”) and Vivendi
Universal Entertainment LLLP (“VUE"). M&J K Dream, M&J K B, DG-DW, DWI II, DW Lips and Lee are
herein collectively referred to as the “Holdco Partners.” On January 31, 2006, in connection with the closing of
Viacom’s acquisition of DreamWorks Studios, (i) VUE withdrew as a limited partner of Holdco and its limited
partnership interest was liquidated and (ii) Viacom and certain of its affiliates entered into a Subscription
Agreement and Amendment of Limited Liability Limited Partnership Agreement (the “Subscription
Agreement™) with us, Holdco, DreamWorks Studios and each of the Holdco Partners. Under the Subscription
Agreement, Viacom {through its affiliate DW LLC, a Delaware limited liability Company (“DW LLC”))
(i) purchased a limited partnership interest in Holdco, (ii} became a party to the Limited Liability Limited
Partnership Agreement of Holdco, dated as of October 27, 2004 (the “Holdco Agreement’), and (jii) received
such rights as previously under the Formation Agreement, the Holdco Agreement and the Registration Rights
Agreement dated as of October 27, 2004 among us, the Holdco Partners and other parties thereto (the
“Registration Rights Agreement”). In addition, pursuant to the Subscription Agreement, DW LLC, Paramount
and Viacom agreed to be bound by certain provisions contained in the Formation Agreement that restrict the
ability of DW LLC, Paramount, Viacom and each of the Holdco Partners to dispose of, and to purchase, any
shares of our Class A, Class B or Class C common stock. Each of the Formation Agreement, Subscription
Agreement, Holdco Agreement and Registration Rights Agreement is filed as an exhibit to this Form 10-K.

In October 2006, DWI 11 (an entity controlled by Paul Allen) exercised its right under the Holdco
Agreement to trigger a registered follow-on offering (the “Follow-On (ffering™) of our Class A common stock
by causing Holdco to exercise certain of its demand registration rights, An aggregate of approximately
11.6 million shares of Class A common stock were sold in November 2006 in such public offering. Each of DW1
I1, Lee, Viacom and Holdco (on behalf of DWI II and Lee} sold shares in the Follow-On Offering. Neither we
nor Steven Spielberg, Jeffrey Katzenberg or David Geffen sold shares in the Follow-On Offering or received any
proceeds therefrom.

As a result of the offering, shares of Class B common stock held by Holdco were allocated among the
Holdco partners in accordance with the terms of the Holdco partnership agreement. Any shares not allocated to
entities controlled by Jeffrey Katzenberg or David Geffen was converted to Class A common stock upon such
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allocation. For a complete description of the Holdco Agreement (including the mechanism by which the shares in
Holdce were ailocated), please see “Certain Relationships and Related Party Transactions—Formation
Agreement and Holdco Arrangement” in our Proxy Statement filed with the SEC on April 11, 2006. As a result
of the Follow-On Offering, Holdco has no further demand registration rights, although certain of our significant
stockholders continue to have the demand registration rights granted to them at the time of our initial public
offering through the Registration Rights Agreement. See Item 1A. Risk Factors “—~Future sales of our shares,
including sales that may occur in connection with follow-on offerings that we have agreed to effect for certain of
our stockholders, may cause the market price of our Class A common stock to drop significantly, even if our
business is doing well.”

Election of Lewis W. Coleman as Chief Financial Officer

On February 22, 2007, the Company's Board of Directors voted to elect Lewis W. Coleman as Chief
Financial Officer effective as of February 28, 2007 upon the departure of Kristina M. Leslie, the Company’s
current Chief Financial Officer. Since December 2005, Mr. Coleman has also served as the Company’s President
and will continue in that role. Mr. Coleman is also a director of the Company, Mr. Coleman’s biographical
information is included elsewhere in this Form 10-K under the heading “Executive Officers of the Registrant.”

The Company and Mr. Coleman have previously entered into an employment agreement dated as of
December 5, 2005, pursuant to which Mr. Coieman is compensated for his services to the Company. The
employment agreement is filed as an exhibit to this Form 10-K, The material terms and conditions of the
employment agreement were contained in the Company’s Proxy Statement filed with the SEC on April 7, 2006.

Other than pursuant to Mr. Coleman’s employment agreement, there are no transactions between the
Company and Mr. Coleman that are reportable under Item 404(a) of Regulation S-K. No “family relationship,” as
that term is defined in Item 401(d) of Regulation S-K, exists among Mr. Coleman and any director, nominee for
election as a director or executive officer of the Company. There were no new plans, contracts or arrangements
or any amendments to any plans, contracts or arrangements entered into with Mr. Coleman in connection with his
appointment as Chief Financial Officer, nor were there any grants or awards made to Mr. Coleman in connection
therewith.

Company History

Prior to the Separation on Oclober 27, 2004, we were a business division of DreamWorks Studios, the
diversified entertainment company formed in October 1994 by Steven Spielberg, Jeffrey Katzenberg and David
Geffen. As a division of DreamWorks Studios, we conducted our business primarily through DreamWorks
Studios’ animation division, which included DreamWorks Animation L.L.C. and PDI. On October 28, 2004, our
Class A common stock began trading on the New York Stock Exchange in connection with our initial public
offering pursuant to which we sold 25,000,000 newly issued shares and the selling stockholders sold an
aggregate of 8,350,000 existing shares at a price of $28.00 per share,

In connection with the Separation, we entered into a separation agreement {the “Separation Agreement”)
and a number of other agreements with DreamWorks Studios for the purpose of accomplishing the Separation
and of establishing the terms of our other relationships with DreamWorks Studios. The Separation was
completed in connection with our initial public offering in October 2004 by the direct transfer of certain of the
assets and liabilities that comprise our business, as well as by the transfer, by way of merger or otherwise, of
certain of DreamWorks Studios’ subsidiaries to us. As part of the Separation, we acquired all of the ocutstanding
stock of PDI and PDI LLC. Prior to the Separation, PDI was an approximately 90% owned subsidiary of
DreamWorks Studios and its sole asset was its 60% interest in PDI LLC, of which DreamWorks Studios owned
the remaining 40%. PDI LLC was formed in 1997 as a joint venture between PDI and DreamWorks Studios for
the principal purpose of developing and enhancing the production processes used in the creation of CG animated
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characters and films. As a result of our acquisition of PDI, current and former employees of PDI received
approximately 276,924 shares of our Class A common stock.

We conduct our business primarily in two studios—in Glendale, California, where we are headquartered,
and in Redwood City, California. Our Glendale animation campus, where the majority of cur animators and
production staff are based, was custom built in 1997 for use as an animation studio.

Due to the success of CG animated films, in 2001 we decided to exit the hand-drawn, two-dimensional
animation business after the completion and release in 2002 and 2003 of the two remaining hand-drawn features
that were then in production. Beginning with Shrek 2, all films in production and projects in development, other
than certain films that are financed, co-produced or distributed for Aardman Animations, are expected to be
produced solely using CG images and techniques. Aardman Animations is an Academy Award®-winning
animation studio founded in 1972 by David Sproxton and Peter Lord, best known for its work in stop-motion
animation. DreamWorks Studios and Aardman Animations collaborated in the past on Chicken Run, which was
produced by Aardman Animations and distributed in certain territories, including the United States, by
DreamWorks Studios. We released Wallace & Gromit: The Curse of the Were-Rabbit, our second film created in
collaboration with Aardman Animations, into the domestic theatrical market in October 2005, and Flushed Away,
produced solely using CG animation, into the domestic theatrical market November 2006. In January 2007, we
announced that we had ended our relationship with Aardman. We retain the exclusive copynght and other
intellectual property rights to all of our films and characters, other than (i} co-ownership of the copyright and
other intellectual property rights (including characters) in and to films co-produced with Aardman Animations,
and (ii} Wallace & Gromit: The Curse of the Were-Rabbit, a film owned by Aardman Animations for which we
generally have worldwide distribution rights in perpetuity, excluding certain United Kingdom television rights
and certain ancillary markets,

Projects in Production

We are currently producing six CG-animated feature films for release between 2007 and 2009. In addition,
we have a substantial number of projects in development that are expected to fill our release schedule in 2010
and beyond, including the fourth movie in the Shrek franchise which we currently expect to release in 2010. The
table below lists all of our films in various stages of pre-production and production that are expected to be
released through 2009.

Ii_tE Expected Release Date*
Shrekthe Third .. ... ... . . . . i May 18, 2007
Bee Movie . .. ... November 2, 2007
Kung FuPanda ....... ... .. .. ... . . . i, May 2008
Madagascar (sequel) ........... ... .. . o i iiio Fourth Quarter 2008
Monsters vs, Alfens . .. ... e May 2009
How to Train Your Dragon . ......... ... ... ... ... ciiuci. Fourth Quarter 2009

*  Release dates are tentative. Due to the uncertainties involved in the development and production of
animated feature films, the date of their completion can be significantly delayed.

In addition, in November 2006, we announced that we were developing Shrek the Halls, a half-hour
television Christmas special that will premiere in December 2007. Shrek the Halls will feature Shrek, Donkey,
Fiona, Puss-in-Boots and other characters from our Shrek films in a holiday-themed tale.




Distribution and Servicing Arrangements

For the period beginning October 1, 2004 to January 31, 2006, our films were distributed in the domestic
theatrical and worldwide television market directly by DreamWorks Studios and in international theatrical and
worldwide home entertainment markets by Universal Studios, Inc. (“Universal Studios™”), as an approved
subdistributor and fulfillment services provider of DreamWorks Studios, in each case pursuant to the terms of the
DreamWorks Studios Distribution Agreement. On January 31, 2006, Paramount acquired DreamWorks Studios.
In connection with this transaction, we terminated our prior distribution agreement with DreamWorks Studios
(the “DreamWorks Studios Distribution Agreement”). Effective January 31, 2006, the worldwide theatrical and
television distribution and home video fulfillment services for our films released after January 31, 2006 have
been provided by Paramount. A detailed discussion of our distribution and fulfillment services agreements with
Paramount, is provided immediately below. Because the DreamWorks Studios Distribution Agreement governed
our distribution and servicing arrangements for the period from October 2004 through January 2006, we have
also included a detailed discussion of the DreamWorks Studios Distribution Agreement immediately following
the discussion of our existing agreements with Paramount.

How We Distribute, Promote and Market our Films with Paramount
Overview

On January 31, 2006, we entered into an exclosive distribution agreement with Paramount and its affiliates
(the “Paramount Distribution Agreement”), and our wholly owned subsidiary, DreamWorks Animation Home
Entertainment, L.L.C. (“DreamWorks Animation Home FEntertainment”), entered into an exclusive
fulfillment services agreement (the ‘Paramount Fulfillment Services Agreement”) with an affiliate of
Paramount.

Under the Paramount Distribution Agreement, Paramount advertises, publicizes, promotes, distributes and
exploits our animated feature films and direct-to-video films (i) in each territory and in each media designated by
us, and (ii) in a manner consistent with past practices used to service our previously released films and, if a
higher standard, Paramount’s then-prevailing and commercially reasonable practices with respect to its films
under similar circumstances.

Under the Paramount Fulfillment Services Agreemeni, we have engaged Paramount to render worldwide
home video fulfillment services and video-on-demand services in each territory designated by us for all films
previously released for home entertainment exhibition and video-on-demand exhibition by us, and for every
animated film licensed to Paramount pursuant to the Paramount Distribution Agreement with respect to which
we own or control the requisite rights.

To provide for an orderly transition of distribution and fulfillment services of our films, Universal Studios
{as DreamWorks Studios’ approved worldwide fulfiliment services provider under the DreamWorks Studios
Distribution Agreement) continued to provide fulfillment and other services for those films we theatrically
released prior to February 1, 2006 for a transition period of approximately three months in the U.S. and Canada
and up to five months in other territories.

Our film Over the Hedge, which we released on May 19, 2006, was our first film released under our
distribution agreement with Paramount.

Paramount Distribution Agreement

The following is a summary of the Paramount Distribution Agreement, which is filed as an exhibit to this
Form 10-K. This summary is qualified in all respects by such reference. Investors are encouraged to read the
Paramount Distribution Agreement.




Term of Agreememt and Exclusivity. The Paramount Distribution Agreement grants Paramount the
exclusive worldwide right to distribute all of our animated films, including previously released films and
direct-to-video films, completed and available for release through the later of (i) our delivery to Paramount of 13
new animated feature films, and (ii) December 31, 2012, unless, in either case, the agreement is terminated
earlier in accordance with its terms. If we or Paramount terminate the Paramount Distribution Agreement, our
existing and future films will generally be subject to the terms of any sub-distribution, servicing and licensing
agreements entered into by Paramount that we have pre-approved. Our pictures are distributed in Japan under
DreamWorks Studios’ existing arrangement with Kadokawa Entertainment Inc. (“Kadokawa Entertainment”).
Upon Viacom’s acquisition of DreamWorks Studios, DreamWorks Studios’ prior distribution agreement with CJ
Corporation and its affiliate CJ Entertainment (collectively “CJ Entertainment™) for distribution of our motion
pictures in Korea ended, and Paramount subsequently entered into sub-distribution agreements with CJ
Entertainment for the distribution of our pictures in Korea (and with respect to Shrek the Third, China) under the
Paramount Distribution Agreement.

The distribution rights granted to Paramount generally include (i) domestic and international theatrical
exhibition, (ii) domestic and international television licensing, including pay-per-view, pay television, network,
basic cable and syndication, (iii) non-theatrical exhibition, such as on airlines, in schools and in armed forces
institutions, and (iv) Internet, radio (for promotional purposes only) and new media rights, 10 the extent that we
or any of our affiliates own or control the rights to the foregoing. We retain all other rights to exploit our films,
including by way of domestic and international home entertainment exhibition and video-on-demand exhibition
(and we have engaged Paramount under the Paramount Fulfillment Services Agreement to render services in
connection with our exploitation of these rights on a worldwide basis), and the right to make prequels and
sequels, commercial tie-in and promotional rights with respect to each film, as well as merchandising, theme
park, interactive, literary publishing, music publishing and soundtrack rights. Once Paramount has acquired the
license to distribute one of our animated feature films or direct-to-video films, Paramount generally will have the
right to exploit the film in the manner described above for 16 years from such film’s initial general theatrical
release (with respect to theatrical films) or 10 years from such film’s initial general home entertainment release
{with respect to direct-to-video films) unless, in either case, the Paramount Distribution Agreement is terminated
earlier in accordance with its terms.

Distribution Services. Paramount is responsible for the worldwide distribution in the media mentioned
above of all of our animated films, but may engage one or more sub-distributors and service providers in those
territories and media in which Paramount subdistributes all or substantially all of its motion pictures, subject to
our prior written approval. Qur grant of distribution rights to Paramount is expressly subject to certain existing
subdistribution and license agreements previously entered into by DreamWorks Studios. Pursuant to the
Paramount Distribution Agreement, we are required to continue 1o license directly to DreamWorks Studios those
distribution rights in and to our existing and future animated films, to the extent necessary for DreamWorks
Studios to comply with such existing subdistribution and license agreements (e.g., our existing arrangement with
Kadokawa Entertainment). Upon expiration of DreamWorks Studios’ existing agreements, all distribution rights
that are subject to such agreements shall be automatically granted to Paramount for the remainder of the term of
the Paramount Distribution Agreement (e.g., our existing arrangement with CJ Entertainment).

The distribution, promotional and marketing services that Paramount will provide with respect to our
theatrically released animated feature films must be substantially comparable on an overall basis in quality, level,
priority and quantity to the provision of such services in connection with the initial theatrical release of our three
most recent theatrical feature films (excluding Shrek 2 and Wallace & Gromit: The Curse of the Were-Rabbir), as
measured on a rolling basis.

Under the terms of the Paramount Distribution Agreement, Paramount has committed to promote our films
on the MTV and Nickelodeon cable network assets owned by Paramount’s parent company, Viacom.

Distribution Approvals and Control. Paramount is required to consult with and submit to us a detailed
plan and budget regarding the theatrical marketing, release and distribution of each of our films. We have certain
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approval rights over these plans and are entitled to determine the initial domestic theatrical release dates for all of
our films and to approve the initial theatrical release dates in the majority of the international territories, subject
to certain limitations in the summer and holiday release periods. Generally, Paramount is not permitted to
theatrically release any film owned or controlled by Paramount with an MPAA rating of PG or less within the
period beginning one week prior to, and ending one week following, the initial domestic and international
territories theatrical release dates of one of our films. Paramount has further agreed that all matters regarding the
designation and movement of theatrical release dates for our films and the related release and marketing
obligations under the Paramount Distribution Agreement shall be, at all times, subject to the terms and conditions
of our worldwide promotional agreement with McDonald’s.

Expenses and Fees. The Paramount Distribution Agreement provides that we will be solely responsible for
all of the costs of developing and producing our animated feature films and direct-to-video films, including
contingent compensation and residual costs. Paramount will be responsible for all of the out-of-pocket costs,
charges and expenses incurred in the distribution, advertising, marketing, publicizing and promotion of each film
(collectively, the “Distribution Expenses™), including:

« marketing materials such as theatrical trailers and television spots;
» advertising space in any print or electronic media;

* subject to our prior approval in each instance, film festivals, premieres, advance screenings and other
special events promoting the films, and all associated expenses such as travel and accommodation
expenses for talent and Paramount employees and subject to our approval, such expenses of any
territory managers and marketing managers of subdistributors pursuant to approved subdistribution
agreements;

* checking and collecting costs in the domestic territory {subject to a per film cap of (.5% of domestic
theatrical revenues);

= release prints and all freight, shipping, transportation and storage costs;

+ taxes and government fees;

+ remittance and conversion of gross receipts;

* license fees, duties, other fees or any other amounts paid to permit use of our films;

* apropertionate share of errors and omissions insurance;

* transaction fees imposed on credit card charges purchasing admission to view our anirnated films;

* incremental costs to provide, at our request, distribution services or information not available in
Paramount’s normal course of business;

= the prosecution, defense or settlement of any action directly relating to Paramount’s exhibition or use of
our animated films (or any element thereof), including interest and penalties; and

* anfi-piracy and security measures specific or incremental to our animated feature films.

The Paramount Distribution Agreement provides that we and Paramount will mutually agree on the amount
of Distribution Expenses to be incurred with respect to the initial theatrical release of each film in the domestic
territory and in the majority of the international territories, including all print and advertising costs and media
buys (e.g., expenses paid for print advertising). However, in the event of a disagreement, Paramount’s decisions,
based on its good-faith business judgment, will prevail. Unless we and Paramount otherwise agree, the aggregate
amount of Distribution Expenses to be incurred with respect to any event film that is rated “PG 13" (or a less
restrictive rating) and is released in the domestic territory on at least 2,000 screens will be equal to or greater than
90% of the average amount of Distribution Expenses incurred to release our three most recent event films, as
measured on a rolling basis {(excluding Shrek 2 and Wallace & Gromit: The Curse of the Were-Rabbit), subject to
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certain adjustments. However, if we determine in good faith that a film’s gross receipts will be materially
enhanced by the expenditure of additional Distribution Expenses, we may cause Paramount to increase such
expenditures, provided that we will be solely responsible for advancing to or reimbursing Paramount for those
additional expenditures within five business days of receiving an invoice from Paramount.

Under the Paramount Distribution Agreement, Paramount is entitled to (i) retain a fee of 8.0% of revenue
{without deduction for distribution and marketing costs and third-party distribution fees and sales agent fees), and
(i) recoup all of its distribution and marketing costs with respect to our films on a title-by-title basis prior to our
recognizing any revenue. For each film licensed to Paramount, revenues, fees and expenses for such film under
the Paramount Distribution Agreement are combined with the revenues, fees and expenses for such film under
the Paramount Fulfillment Services Agreement and we are provided with a single monthly accounting statement
and, if applicable, payment for each film. For further discussion, see “—Expenses and Fees under the Paramount
Distribution Agreement and Paramount Fulfillment Services Agreement” below.

Creative Control. 'We retain the exclusive right to make all creative decisions and initiate any action with
respect to the development, production and acquisition of each of our films, including the right to abandon the
development or production of a film, and the right to exercise final cut.

Signing Bonus, Reimbursement Amounts. Pursuant to the terms of the Paramount Distribution Agreement,
we received a $75 million cash signing bonus from an affiliate of Paramount, which we used towards the
repayment of existing indebtedness to Universal Studios as required in connection with the termination of the
DreamWorks Studios Distribution Agreement and the Universal Agreements (as defined below). Paramount also
agreed to pay us an annual cost reimbursement amount during the period that we are delivering new films to
Paramount pursuant to the Paramount Distribution Agreement. During the year ended December 31, 2006, the
amount of this cost reimbursement paid by Paramount was approximately $11.0 million.

UIP Restructuring. In certain international territories, Paramount uses a sub-distributor, United
International Piclures, B.V., a joint venture between Paramount and Universal. UIP has been one of the leading
international film distributors in the world. Universal and Paramount have announced their intentions to
restructure their UIP joint venture beginning in 2007. As part of the restructuring, the companies have announced
that each company will assume sole distribution rights in certain specified countries previously overseen by UIP.
UIP will continue to manage the distribution of films in countries outside of North America that are not covered
individually by Paramount and Universal. Under the Paramount Distribution Agreement, Paramount has agreed
to fully and timely consult with us, on an ongoing basis, regarding its plan for restructuring its theatrical
distribution operations in the international territories for which UIP currently serves as Paramount’s sub-
distributor. '

Nickelodeon Television Development. As part of the Paramount Distribution Agreement, we agreed to
license, subject to certain conditions and third party rights and restrictions, to Paramount (on behalf of
Nickelodeon) the exclusive rights to develop television properties based on our films and the characters and
elements contained in those films. The license to Paramount is expressly conditioned on Paramount continuing to
develop and commence production on television programs based on our film properties. We also retain the right
to co-produce any television programs and maintain all customary creative approvals over any production
utilizing our film properties, including the selection of the film elements to be used as the basis for any television
productions. We are currently developing two potential television series with Nickelodeon-——one based on the
Penguins characters from Madagascar and the other based on our 2008 theatrical release, Kung Fu Panda-—for
airing as early as 2008.

Additional Services. Under the terms of the Paramount Distribution Agreement, Paramount has agreed to
provide us at minimal cost certain production related services, including but not limited to film music licensing,
archiving of film materials and credits as well as information technology oversight, participation and residual
accounting and travel.




Termination. Upon the occurrence of certain events of default, which include the failure of either party to
make a payment and the continuance thereof for five business days, material uncured breach of the agreement
and certain bankruptcy-related events, the non-breaching party may terminate the agreement. If we fail to deliver
to Paramount three qualifying theatrical films per five-year period, if applicable, of the Paramount Distribution
Agreement (e.g., three films within the first five years, six films within the first 10 years), then Paramount has the
right to terminate the agreement. In addition, if Paramount is in breach or default under any sub-distribution or
third-party service agreements that have been pre-approved by us, and such breach or default has or will have a
material adverse effect on Paramount’s ability to exploit the distribution rights in accordance with the terms of
the Paramount Distribution Agreement, then we may terminate the agreement. If we terminate the agreement, we
generally can require Paramount to stop distributing our films in the various territories and markets in which
Paramount directly distributes our films, or we can terminate the remaining term of the Paramount Distribution
Agreement, but require Paramount to continue distributing our films that it is currently distributing or are ready
for release pursuant to the Paramount Distribution Agreement, subject, in each case, to the terms of any output
agreements (such as any agreements that we may have with any television networks) or other agreements to
which the films are then subject (provided that Paramount continues to pay us all amounts required to be paid to
us and to perform its other obligations pursuant to the Paramount Distribution Agreement). Unless otherwise
agreed, termination of the Paramount Distribution Agreement will not affect the rights that any sub-distributor or
service provider has with respect to our films pursuant to sub-distribution, servicing and licensing agreements
that we have approved. We can elect to terminate the Paramount Distribution Agreement and, in our sole
discretion, the Paramount Fulfillment Services Agreement, at any time afier January 1, 2011 if we experience a
change in control (as defined therein) and pay a one-time termination fee. The amount of the termination fee is
$150 million if we terminate the Paramount Distribution Agreement on January 1, 2011, and the amount of the
termination fee reduces proportionately during the period from January 2, 2011 to December 31, 2012. Upon
termination by either party of the Paramount Distribution Agreement or the Paramount Fulfillment Services
Agreement, we have the corresponding right to terminate the other agreement at our sole election.

Paramount Fulfillment Services Agreement

The following is a summary of the Paramount Fulfillment Services Agreement, which is filed as an exhibit
to this Form 10-K. This summary is qualified in all respects by such reference. Investors in our common stock
are encouraged to read the Paramount Fulfillment Services Agreement.

Term of Agreement and Exclusivity. Under the Paramount Fulfiliment Services Agreement, we have
engaged Paramount, on an exclusive basis, to render worldwide home video fulfillment services and
video-on-demand services for ail films previously released for home entertainment exhibition and
video-on-demand exhibition by us, and for every animated film licensed to Paramount pursuant to the Paramount
Distribution Agreement with respect to which we own or control the requisite rights. Once Paramount has been
engaged to render fulfiliment services for one of our animated feature films or direct-to-video films, Paramount
generally has the right to render such services in the manner described herein for 16 years from such film’s initia
general theatrical release (with respect to theatrical films) or 10 years from such film’s initial general home
entertainment release {(with respect to direct-to-video films), as applicable unless, in each case, the Paramount
Fulfillment Services Agreement is terminated earlier in accordance with its terms.

Fulfiliment Services. Paramount is responsible for preparing marketing and home entertainment
distribution plans with respect to our home entertainment releases, as well as arranging necessary third party
services, preparing artwork, making media buys for product marketing, maintaining secure physical inventory
sites and arranging shipping of the released film. The fulfillment services provided by Paramount must be in the
aggregate substantially equivalent in quantity, level and priorities to the fulfillment services accorded by
Paramount in connection with the release of our three most recent feature films (excluding Shrek 2 and
Wallace & Gromit: The Curse of the Were-Rabbir) for home entertainment exhibition, as measured on a rolling
basis,
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Approvals and Controls. Paramount is required to render fulfillment services on a film-by-film,
territory-by-territory basis as requested and directed by us, and Paramount cannot generally refuse to provide
fulfillment services with respect to our home entertainment releases in any territory. We have certain approval
rights over the marketing and home entertainment distribution plans mentioned above and are entitled to
determine the initial home entertainment release dates for all of our films in the domestic territory and to approve
home entertainment release dates in the majority of the international territories.

Expenses and Fees. Paramount Fulfillment Services Agreement requires Paramount to pay all expenses
relating to home entertainment distribution, including marketing, manufacturing, development and shipping
costs, excluding contingent compensation and residual costs (collectively, “Home Video Fulfillment
Expenses™) and all services fees paid to subcontractors. The Paramount Fulfillment Services Agreement provides
that we and Paramount will mutually agree on the amount of Home Video Fulfillment Expenses to be incurred.
However, in the event of a disagreement, Paramount’s decisions, based on its good-faith business judgment, will
prevail. Unless we and Paramount otherwise agree, the aggregate amount of Home Video Fulfillment Expenses
to be incurred with respect to any event fiim that is rated “PG 13" (or a less restrictive rating) and is released in
the domestic territory on at least 2,000 screens will be equal to or greater than 90% of the average amount of
Home Video Fulfillment Expenses incurred to release our three most recent event films, as measured on a rolling
basis (excluding Shrek 2 and Wallace & Gromit: The Curse of the Were-Rabbit), subject to certain adjustments.
However, if we determine in good faith that a film’s gross receipts will be materially enhanced by the
expenditure of additional Home Video Fulfillment Expenses, we may cause Paramount to increase such
expenditures, provided that we will be solely responsible for advancing to or reimbursing Paramount for those
additional expenditures within five business days of receiving an invoice from Paramount.

In return for the provision of fulfillment services to us, Paramount is entitled 1o (i) retain a service fee of 8%
of home entertainment revenues (without deduction for any manufacturing, distribution and marketing costs and
third party service fees) and (ii) recoup all of its Home Video Fulfillment Expenses with respect to our fitms on a
title-by-title basis. For each film with respect to which Paramount is rendering fulfillment services, revenues, fees
and expenses for such film under the Paramount Fulfillment Services Agreement are combined with the
revenues, fees and expenses for such film under the Paramount Distribution Agreement and we are provided with
a single monthly accounting statement and, if applicable, payment for each film. For further discussion see
“__Expenses and Fees under the Paramount Distribution Agreement and Paramount Fulfillment Services
Agreement” below.

Termination. Upon the occurrence of certain events of default, which include the failure of either party to
make a payment and the continuance thereof for five business days, material uncured breach of the agreement
and certain bankruptcy-related events, the non-breaching party may terminate the agreement. In addition, if
Paramount is in breach or default under any third-party service agreements that have been approved by us, and
such breach or default has or will have a material adverse effect on Paramount’s ability to render fulfillment
services under the Paramount Fulfillment Services Agreement, then we may terminate the agreement. If we
terminate the agreement, we generally can require Paramount to stop all provision of fulfillment services in
connection with our films in the various territories and markets or we can terminate the remaining term of the
Paramount Fulfillment Services Agreement, but require Paramount to continue providing fulfillment services in
connection with certain of our films that have already been delivered or are ready for home entertainment release
pursuant to the Paramount Fulfillment Services Agreement, subject, in each case, to the terms of any output or
other agreements to which the films are then subject (provided that Paramount continues to pay us all amounts
required to be paid to us and to perform its other obligations pursuant to the Paramount Fulfillment Services
Agreement). Unless otherwise agreed, termination of the Paramount Fulfillment Services Agreement will not
affect the rights that any sub-contractor or service provider has with respect to our films pursuant to any third
party servicing agreements that we have approved. Upon termination by either party of the Paramount
Fulfillment Services Agreement or the Paramount Distribution Agreement, we have the corresponding right to
terminate the other of such agreement, at our sole election.
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Expenses and Fees under the Paramount Distribution Agreement and Paramount Fulfillment Services
Agreement

Each of our films is accounted for under the Paramount Distribution Agreement and the Paramount
Fulfillment Services Agreement on a combined basis for each film. In such regard, all revenues, expenses and
fees under each of the Paramount Distribution Agreement and Paramount Fulfillment Services Agreement for a
given film are fully cross-collateralized. If a feature film or a direct-1o-video film does not generate revenue in all
media, net of the 8.0% distribution and servicing fee, sufficient for Paramount to recoup its expenses under both
the Paramount Distribution Agreement and the Paramount Fulfillment Services Agreement (on a combined
basis), Paramount will not be entitled to recoup those costs from proceeds of our other feature films or
direct-to-video films, and we will not be required to repay Paramount for such amounts,

How We Distributed, Promoted and Marketed our Films with DreamWorks Studios under the DreamWorks
Studios Distribution Agreement

Distribution and Marketing with DreamWorks Studios

From October 2004 through January 2006, we distributed and marketed our films in all media through
DreamWorks Studios and its sub-distributors and fulfillment services providers pursuant to the DreamWorks
Studios Distribution Agreement, under which DreamWorks Studios was generally responsible for the worldwide
distribution, marketing and servicing of all of our completed animated films, including our previously released
films and direct-to-video films. Under our DreamWorks Studios Distribution Agreement, DreamWorks Studios
distributed our motion pictures in international theatrical markets through distribution agreements with Universal
Studios, an industry leading distributor and fulfillment services provider, CJ Entertainment {in Korea and the
People’s Republic of China) and Kadokawa Entertainment (in Japan). DreamWorks Studios engaged Universal
Studios to be our werldwide fulfillment services provider for our home videos, excluding only Korea and Japan,
where CJ Entertainment and Kadokawa Entertainment, respectively, performed such functions.

Distribution Agreement with DreamWorks Studios

The following is a summary of the DreamWorks Studios Distribution Agreement, which is filed as an
exhibit to this Form 10-K. This summary is qualified in all respects by such reference. Investors are encouraged
10 read the DreamWorks Studios Distribution Agreement.

Term of Agreement and Exclusivity.' The DreamWorks Studios Distribution Agreement granted
DreamWorks Studios the exclusive worldwide right to distribute all of our animated films, including our
previously released films, and direct-to-video films completed and available for release during the term thereof.
The DreamWorks Studios Distribution Agreement was originally scheduled to expire upon the later of (i} our
delivery to DreamWorks Studios of 12 animated feature films, beginning with Shark Tale, and (ii) December 31,
2010, but was terminated effective January 31, 2006 in connection with Viacom’s acquisition of DreamWorks
Studios. In general, the term of the DreamWorks Studios Distribution Agreement could be extended to the extent
of the term, if longer, of any of DreamWorks Studios’ sub-distribution, servicing and licensing agreements that
we pre-approved (such as DreamWorks Studios’ existing arrangements with Universal Studios, CJ Entertainment
and Kadokawa Entertainment as described below). As discussed below, the DreamWorks Studios Distribution
Agreement was expressly subject to certain existing subdistribution and license agreements previously entered -
into by DreamWorks Studios, including those with Universal Studios, CJ Entertainment (in Korea and the
People’s Republic of China) and Kadokawa Entertainment (in Japan}),

Distribution of our animated films under the DreamWorks Studios Distribution Agreement generally
included (i) domestic and international theatrical exhibition, {i1) domestic and international home entertainment
exhibition, (iii) domestic and international television licensing, including pay-per-view, pay television, network,
basic cable and syndication, (iv) non-theatrical exhibition, such as on airlines, in schools and in armed forces
institutions and (v) Internet, radio (for promotional purposes only) and new media rights, to the extent that we or
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any of our affiliates own or control the rights to the foregoing. We retained all other rights to exploit our films,
including the right to make prequels and sequels, commercial tie-in and promotional rights with respect to each
film, as well as merchandising, interactive, literary publishing, music publishing and soundtrack rights.

Distribution Services. Under the DreamWorks Studios Distribution Agreement, DreamWorks Studios was
directly responsible for the initial U.S. theatrical release of all of our qualified animated films, but was allowed to
engage one or more sub-distributors and service providers for all other markets, subject to our prior written
approval.

DreamWorks Studios entered into an international theatrical distribution agreement (the “Universal
Distribution Agreement™) with Universal Studios (described below) that provided that Universal Studio’s
affiliate would distribute and market DreamWorks Studios’ films (including ours) in international theatrical
markets, excluding Japan, Korea and the People’s Republic of China. DreamWorks Studios contracted with
Kadokawa Entertainment to provide such services in Japan, and contracted with CJ Entertainment to provide
such services in Korea and the People’s Republic of China. For worldwide home video fulfillment services
(excluding Japan and Korea), DreamWorks Studios entered into a worldwide home video fulfillment services
agreement (the “Universal Home Video Agreement” and, together with the Universal Distribution Agreement,
the “Universal Agreements”) with Universal Studios to provide marketing, distribution and other fulfillment
services. Such services were provided in Japan by Kadokawa Entertainment and in Korea by CJ Entertainment.
DreamWorks Studios also entered into agreements (generally referred to as output agreements) with many of the
major pay and broadcast television providers throughout the world.

The DreamWorks Studios Distribution Agreement provided that DreamWorks Studios would advertise,
publicize, promote, distribute and exploit our animated feature films and direct-to-video films in a manner
consistent with DreamWorks Studios’” past practices used to service our previously released films and its
prevailing and commercially reasonable practices with respect to its films under similar circumstances to the
extent and as long as applicable and if a higher standard, in accordance with Universal Studios’ then prevailing
and commercially reasonable practices with respect to its films under similar circumstances. DreamWorks
Studios’ obligations to provide these services in the international theatrical and home entertainment markets
serviced by Universal Studios were also subject to the standards set forth in the Universal Agreements,

Distribution Approvals and Controls. Under the DreamWorks Studios Distribution Agreement, subject to
the applicable terms and conditions of the Universal Agreements (with respect to the services Universal Studios
provided), DreamWorks Studios was required to consult and submit to us a detailed plan and budget regarding
the theatrical and home entertainment marketing, release and distribution of each of our films. We had certain
approval rights over these plans and were entitled, subject to certain limitations, to determine the initial domestic
theatrical release dates for two films per year and, subject to the applicable terms and conditions of the Universal
Agreements (with respect to the services Universal Studios provides), to approve the release date in the top [5
major international territories. Generally, DreamWorks Studios was not permitted to theatrically release any film
with an MPAA rating of PG or less within the period beginning one week prior to, and ending one week
following, the initial domestic and top 15 major international territories theatrical release dates of one of our
films. Similar restrictions applied with respect to the home entertainment distribution of DreamWorks Studios’
and our films.

Expenses and Fees. The DreamWorks Studios Distribution Agreement provided that we were solely
responsible for all of the costs of developing and producing our animated feature films and direct-to-video films,
including contingent compensation and residual costs. Under the DreamWorks Studios Distribution Agreement,
DreamWorks Studios was responsible for all Distribution Expenses (defined substantially similarly as under the
Paramount Distribution Agreement).

We and DreamWorks Studios mutually agreed on the amount of Distribution Expenses to be incurred with
respect to the initial theatrical and home entertainment release of each film in the domestic territory and in the 15
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major international territories, including all print and advertising costs and media buys. The DreamWorks
Studios Distribution Agreement provided that, unless we and DreamWorks Studios otherwise agreed, the
aggregate amount of Distribution Expenses to be incurred would be equal to or greater than 80% of the average
amount of Distribution Expenses incurred by DreamWorks Studios to release our four then-most recent films,
subject to certain adjustments. However, if we determined in good faith that a film’s gross receipts would be
matenally enhanced by the expenditure of additional Distribution Expenses, we could cause DreamWorks
Studios to increase such expenditures, provided that we were solely responsible for advancing to or reimbursing
DreamWorks Studios for those additional expenditures within five business days of receiving an invoice from
DreamWorks Studios.

Under the Universal Studios Agreement, Universal Studios was entitled to retain a portion of the revenue it
received from theaters and subdistributors for DreamWorks Studios’ films it theatrically released in the
international market as a distribution fee. In addition, Universal Studios was entitled to recoup distribution
expenses it incurred in distributing DreamWorks Studios’ films out of such revenue. Amounts payable to
DreamWorks Studios and distribution expenses incurred by Universal Studios with respect to DreamWorks
Studios’ films were aggregated on a monthly basis, and to the extent Universal Studios incurred distribution
expenses that exceeded its revenue from DreamWorks Studios’ films it distributed, DreamWorks Studios was
required to pay the difference to Universal Studios within five business days.

Under the DreamWorks Studios Distribution Agreement, DreamWorks Studios was entitled to (i) retain a
fee of 8.0% of revenue (without deduction for distribution and marketing costs and third-party distribution and
fulfillment services fees and sales agent fees) and (ii) recoup all of its distribution and marketing costs with
respect to our films on a title-by-title basis prior to our recognizing any revenue. If a feature film or a
direct-to-video film did not generate revenue, net of the 8.0% distribution fee, sufficient for DreamWorks Studios
to recoup its Distribution Expenses, DreamWorks Studios was not entitled to recoup those costs from proceeds of
our other feature films or direct-to-video films.

Domestic and International Theatrical Distribution by DreamWorks Studios

Under the DreamWorks Studios Distribution Agreement, DreamWorks Studios directly distributed and
marketed our films in the domestic theatrical market. Quiside of this market, DreamWorks Studios distributed
and marketed our films through the Universal Distribution Agreement and its distribution and fulfillment services
agreements with CJ Entertainment and its distribution and licensing agreements with Kadokawa Entertainment.
Outside of the domestic market, Japan, Korea and the People’s Republic of China, Universal Studios theatrically
distributed and marketed our films through UIP.

Under the DreamWorks Studios Distribution Agreement, DreamWorks Studios was directly responsible for
all billing and collection of gross rentals from theater operators for the domestic markets. Each week,
DreamWorks Studios received a billing statement from each theater indicating the level of box office receipts.
The billing was then followed by a written confirmation of receipts, at which time DreamWorks Studios prepared
a bill to the theater owner.

Home Video Distribution by DreamWorks Studios

DreamWorks Studios entered into the Universal Home Video Agreement with Universal Studios to service
the worldwide distribution of our DVDs and videocassettes in the home entertainment market, other than in
lapan and Korea. The services of Universal Studios were comprehensive and included all manufacturing and
packaging, marketing, distribution, billing and collection. In return for Universal Studios’ fulfillment services,
DreamWorks Studios paid it a percentage of the total home entertainment receipts DreamWorks Studios
received. This fee arrangement was required to be no less favorable to DreamWorks Studios than that of any of
Universal Studios fulfillment services arrangements with third pariies. In addition, DreamWorks’ Studios
reimbursed Universal Studios for expenses which Universal Studios incurred in the fulfillment servicing of
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DreamWorks’ Studios films. In Japan and Korea, DreamWorks Studios entered into agreements with Kadokawa
Entertainment and CJ Entertainment, respectively, to provide similar services. These agreements pertained to
both home entertainment rental and the sell-through markets, both domestically and internationally.

Television Distribution by DreamWorks Studios

DreamWorks Studios distributed our films in worldwide television markets, including pay television, by
licensing our films pursuant to output agreements and individual and package film agreements, which generally
provided that the exhibitor paid a fee for each film exhibited during the specified license period for that film,
which varied according to the theatrical success of the film. DreamWorks Studios entered into license and output
agreements for domestic pay television, domestic free television and domestic basic cable with respect to our
films (inctuding output agreements in place with many of the largest pay and free television distributors around
the world).

Theme Park Activities

The Separation Agreement and the DreamWorks Studios Distribution Agreement provided that, to the
extent we wish to engage in theme park activities (as defined in Steven Spielberg’s employment agreement with
DreamWorks Studios), we would only do so through Universal Studios until the later of the date (i) Steven
Spielberg no longer has any contractual relationships with us or DreamWorks Studios and (ii) the time that he,
his wife, his or her issue (or trusts for the primary benefit of any of them), his or her siblings (or trusts for the
primary benefit of any of them) or a private charitable foundation organized by him and/or his wife, no longer
directly or indirectly own or control any shares of Class A common stock issued to Steven Spielberg by us or no
longer have a membership interest in DreamWorks Studios. Under the Universal Agreements, Universal paid
DreamWorks Studios a $2 million annual exclusivity fee for theme park rights in respect of fitms DreamWorks
Studios theatrically released in the domestic market (including our films), of which we received $1.8 million per
year. As a result of the termination of the DreamWorks Studios Distribution Agreement and the Universal
Agreements effective January 31, 2006, neither we nor DreamWorks Studios have any further right to this annual
exclusivity fee. In connection with the termination, we paid $0.6 million to Universal Studios, which such
amount represented the amount of the unearned portion of the exclusivity fee previously advanced to vs. In
December 2006, DreamWorks Animation was granted permission to engage in theme-park activities other than
through Universal Studios.

Consumer Products

Qur Consumer Products group manages the licensing of our film elements and characters, strategic alliances
and all promotional programs. These relationships typically take one of two forms—long-term, multi-picture
agreements Or property-by-property one-time license or promotional marketing campaigns.

Licensing

We have entered into strategic licensing arrangements with a number of well-known consumer products
companies that generate guarantees and royalty-based revenues. In general, pursuant to these agreements, we
provide a license to use our characters and film elements in connection with merchandise in exchange for a
percentage of net sales of those products.

We currently have multi-picture agreements with Activision for video games and Hallmark for party goods
and greeting cards. Our single picture licenses include MGA Entertainment, creators of Bratz, as the master toy
licensee for Shrek the Third as well as PEZ Candy, Inc. (licensed for candy dispensers) and Brainytoys Ltd.
(licensed for battery-operated electronic toys) for Bee Movie and Nancy Sales Co. (licensed for plush toys) and
Kappa Graphics (licensed for coloring and activity books) for Kung Fu Panda.
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Strategic Alliances and Promotion

The success of our films greatly depends not only on their quality, but also on the degree of consumer
awareness that we are able to generate for their theatrical and home entertainment releases. In order to increase
consumer awareness, we have developed key strategic alliances as well as numerous promotional partnerships
worldwide. In general, these arrangements provide that we license our characters and storylines for use in
conjunction with our prometional partners’ products or services. In exchange, we generally receive promotional
fees in addition to substantial marketing benefits from cross-promotional opportunities, such as inclusion of our
characters and movie images in television commercials, on-line, print media and on promotional packaging.

We have multi-picture strategic alliances with McDonald’s {commencing with Shrek the Third), Kellogg's,
Hewlett-Packard and AMD. In addition, we have single-picture promotions in place for Shrek the Third with
Masterfoods USA, Kraft Foods Global, Dreyers Grand Ice Cream and Sargento Foods. For Bee Movie, we have a
promotional relationship with Energizer Battery. We also have similar promotional relationships with brand
leaders, such as Sabritas, Nutrexpa, Nestle, Kellogg’s and Bimbo, in the international marketplace for our
movies.

We believe these relationships are mutually valuable. We benefit because of the substantial consumer
awareness generated for our films, and our partners benefit because these arrangements provide them the
opportunity to build their brand awareness and associate with popular culture in unique ways.

How We Develop and Produce our Films
The CG Animated Filmmaking Process

The filmmaking process starts with an idea. Inspiration for a film comes from many sources—from our
in-house staff, from freelance writers and from existing literary works. Successful ideas are generally written up
as a treatment (or story description} and then proceed to a screenplay, followed by the storyboarding process and
then finally into the production process. After the majority of the development phase is complete, the entire
production process, from storyboarding to filming out the final image, can take approximately three to four years.

An animated film, in its most basic state, is a collection of shots that are assembled and combined with
dialogue, sound effects and music to create a cohesive story. A group of shots—for example a close up of Shrek
speaking followed by a close-up of Puss-in-Boots responding would constitute two shots—that logically flow
together and form a cohesive group is known as a sequence. The collection of sequences that make up the entire
film is called the story reel. The story reel is the most important tool for providing continuity and comprehension
during the filmmaking process and is the most basic form of the film that will ultimately reach theaters more than
three years later. All of the component shots and sequences in the story reel (characters, voices, sets, music, and
the like) are manipulated using a digital editing console that keeps track of the high-resolution shots and
sequences stored in our database and allows for quick, non-linear editing and manipulation of low-resolution
duplicates on the story reel. Throughout the filmmaking process, new and modified shots and sequences are
integrated into the story reel and replace older shots, sequences and placeholders, As each shot and sequence
follows its path to completion, a copy of it is edited into the story reel, which allows the filmmakers to access the
most complete version of the film at all times.




We employ small collaborative teams that are responsible for preparing storylines and ideas for the initial
stages of development. These teams, through a system of creative development controls, are responsible for
ensuring that ideas follow the best creative path within a desired budget and schedule parameters. The
complexity of each film, the background environments, the characters and all of the elements in a film create a
very complex and time-consuming process that differs for each film. The table below depicts, in a very general
manner, a timeline for the filmmaking process, and describes the four general and overlapping phases that
constitute the process and their components:

Development Pre-Production Production Post-Production

Treatment

| Screenplay }
| : Stt'.u'yl:mcmrcﬂﬂuglI ]
| Vigual Development ]
r' odeling ]
Chara:cter Rigaing ]
i Voice Recording ]
[ l Layout ]
Animation )
[ Lighting
[ Sound Effects
F Music Score
[Final Delivery_|
Vartable Year 1 P Year3-4

The development phase generally consists of story and visual development. The duration of the
development phase can vary project by project—from a matter of months to a number of years. In the
pre-production phase, we begin building the initial elements of an animated film, including creating three-
dimensional models of characters, props and environments. During this phase, the character models are rigged
with all points of potential movement and anatomical controls. Voice recording of the characters also begins
during this phase. The production phase which follows can last up to two years and involves the largest number
of staff, The production phase consists primarily of layout (using rough character shapes to block out the
movement of the characters in the scene), animation, lighting and effects. During this phase, motion (character
acting) is applied to the characters as well as lighting, color and special effects (such as clothing or textures).
Finally, in the post-production phase, the core visuals and dialogue are in place and we add important elements
such as sound effects and the music/score.

Our Technology

Our technology plays an important role in the production of our films. Our focus on user interface and tool
development enables our animators to use existing and emerging CG technologies, allowing us to leverage our
artistic talent. In addition, we have strategic relationships with leading technology companies that allow us to
leverage third-party advancements and technology at the early stages of their introduction.

We have several core proprietary technologies and production processes: (i) Our Adaptable Production
Environment is a data and workflow management architecture for connecting various tools together into an
organized and efficient pipeline; (ii) Emo is our character animation system; (iii) Light and D_Render are an
interactive lighting tool and a photo realistic rendering software system, respectively; (iv) Comp is a high-quality
digital compositor; (v) Nile is a production tracking and management tool; and (vi) Virtual Studio Collaboration
encompasses a suite of high-end collaboration tools that enable production workflow and collaboration across
multiple geographically diverse sites.
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Competition

Our primary competition comes from both animated and live-action films that are targeted at similar
audiences and released into the domestic theatrical market at the same time as our films, At this level, in addition
to competing for box-office receipts, we compete with other fiim studios over optimal release dates and the
number of motion picture screens on which our movies are exhibited. In addition, we compete with other films
released into the international theatrical market and the worldwide home entertainment and television markets.
We also face intense competition from other animation studios for the services of talented writers, directors,
producers, animators and other employees.

Competition for Film Audiences. Our primary competition comes from both animated and live-action
films that are targeted at similar audiences and released into the theatrical markel at the same time as our films,
Our feature films compete with both live-action and animated films for motion picture screens, particularly
during national and school holidays when demand is at its peak. Due to the competitive environment, the opening
weekend for a film is extremely important in establishing momentum for its domestic box-office performance.
Because we expect to release only two films per year, our objective is to produce so-called “event” films,
attracting the largest and broadest audiences possible. As a result, the scheduling of optimal release dates is
critical to our success. One of the most important factors we consider when determining the release date for any
particular film is the expected release date of films targeting similar audiences. In this regard, we pay particular
attention to the expected release dates of films produced by other animation studios, although we also pay
attention to the expected release dates of live-action and other “‘event” films that are vying for similar broad
audience appeal.

Disney/Pixar, Sony Entertainment and Fox Entertainment’s Blue Sky Studios are currently the CG
animation studios that we believe target similar audiences and have comparable CG animated filmmaking
capabilities. In 2006, each of these studios released at least one CG animated film that competed with our
releases. In addition other companies and production studios continue to release two-dimensional animated films
as well as CG animated films which can affect the market in which our films compete. For example, each of The
Weinstein Company, Universal Studios, Warner Brothers and Nickelodeon released one or more films during
2006 that were competitive with our releases. In addition to existing CG animation studios, a number of film and
visual effect studios, including Wild Brain and Lucasfilm Ltd., have announced their intention to enter the
market or produce additional CG animated films.

Competition in Home Entertainment. In the home entertainment market, our films compete with other
home entertainment products, such as theatrical titles, direct-to-video titles and television series titles. In
addition, once our films are released in the home entertainment market they may also compete with other films
that are in their initial theatrical release or in their subsequent theatrical re-release cycles. Over the past several
years, there has been an increase in the number of titles available in the home entertainment market at any given
period. As competition in the home entertainment market increases, consumers are given a greater number of
choices for home entertainment products. Additionally, the increased number of titles in the home entertainment
market has increased the competition for shelf space given by retailers for any specific title.

Competition for Talent. Currently, we compete with other animated film and visual effect studios for
artists, animators, directors and producers. In addition, we compete for the services of computer programmers
and other technical preduction staff with other CG animation studios and production companies and,
increasingly, with video game producers. In order to recruit and retain talented creative and technical personnel,
we have established relationships with the top animation schools and industry trade groups. We have also
established in-house digital training and artistic development training programs.

Potential Competition. Barriers to entry into the CG animation field have decreased as technology has
advanced. While we have developed proprietary software to create CG animated films, other film studios may
not be required to do so, as technological advances have made it possible to purchase third-party software
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capable of producing high-quality CG images. Although we have developed proprietary technology, experience
and know-how in the CG animation field that we believe provide us with significant advantages over new
entrants in the CG animated film market, there are no substantial technological barriers to entry that prevent other
film studios from entering the field. Furthermore, advances in technology may substantially decrease the time
that it takes to produce a CG animated feature film, which could result in a significant number of new CG
animated films or products. The entrance of additional animation companies into the CG animated feature film
market could adversely impact us by eroding our market share, increasing the competition for CG animated film
audiences and increasing the competition for, and cost of, hiring and retaining talented employees, particularly
CG animators and technical staff.

Employees

As of December 31, 2006, we employed approximately 1,300 people, many of whom were covered by
employment contracts, which generally include non-disclosure agreements. Of that total, approximately two-
thirds were directly employed in the production of our films as animators, modelers, story artists, visval
development artists, layout artists, editors, technical directors, lighters and visual effects artists and production
staff, approximately 175 were primarily engaged in supporting and developing our animation technology, and
approximately 275 worked on general corporate and administrative matters, including our licensing and
merchandising operations. We also hire additional employees on a picture-by-picture basis. The salaries of these
additional employees, as well as portions of the salaries of certain full-time employees who provide direct
production services, are typically allocated to the capitalized costs of the related feawre film. In addition,
approximately 450 of our employees (and some of the employees or independent contractors that we hire on a
project-by-project basis) were represented under three industry-wide collective bargaining agreements to which
we are a party, namely the Local 839 of the International Alliance of Theatrical Stage Employees Agreement and
the International Alliance of Theatrical Stage Employee Basic Agreement, which generally cover certain
members of our production staff, and an agreement with the Screen Actors Guild, which generally covers artists
such as actors and singers. The collective bargaining agreements with SAG and IATSE expire in June 2008 and
July 2009, respectively. We believe that our employee and labor relations are good.

Where You Can Find More Information

We are required to file annual, quarterly and current reports, proxy statements and other information with
the SEC. These filings are not deemed to be incorporated by reference into this report. You may read and copy
any documents filed by us at the Public Reference Section of the SEC, 450 Fifth Street, N.W., Washington, D.C.
20549. You may obtain information on the operation of the Public Reference Room by calling the SEC at
1-800-SEC-0330. Our filings with the SEC are also available to the public through the SEC’s website at
hitp:/fiwww.sec.gov.

Our common stock is listed on the NYSE under the symbol “DWA.” You can inspect and copy repotts,
proxy statements and other information about us at the NYSE’s offices at 20 Broad Street, New York, New York
10005. We also maintain an Internet site at hitp://www.DreamworksAnimation.com. We make available free of
charge, on or through our website, our annual, quarterly and current reports, as well as any amendments to these
reports, as soon as reasonably practicable after electronically filing these reports with the SEC. We have adopted
a code of ethics applicable to our principal executive, financial and accounting officers. We make available free
of charge, on or through our website’s investor relations page, our code of ethics. Our website and the
information posted on it or connected to it shall not be deemed to be incorporated by reference into this or any
other report we file with, or furnish to, the SEC. In May 2006, we filed with the NYSE our Chief Executive
Officer’s annual certification regarding compliance with the NYSE’s corporate governance standards as required
by Section 303A.12(a) of the NYSE's Listed Company Manual. The certification was made without
qualification. We are also filing certifications required by Section 302 of the Sarbanes-Oxley Act of 2002 as
exhibits to this Form 10-K.
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Item 1A. Risk Factors

You should carefully consider the following risks and other information in this Form 10-K before making an
investment decision with respect to shares of our Class A common stock. The following risks and uncertainties
could materially adversely affect our business, financial condition or operating results.

Our success is primarily dependent on audience acceptance of our films, which is extremely difficult to
predict and, therefore, inherently risky.

We cannot predict the economic success of any of our motion pictures because the revenue derived from the
distribution of a motion picture (which does not necessarily bear any correlation to the production or distribution
costs incurred) depends primarily upon its acceptance by the public, which cannot be accurately predicted. The
economic success of a motion picture also depends upon the public’s acceptance of competing films, the
availability of alternative forms of entertainment and leisure-time activities, general economic conditions and
other tangible and intangible factors, all of which can change and cannot be predicted with certainty.
Furthermore, pan of the appeal of CG animated films may be due to their relatively recent introduction to the
market. We cannot assure you that the introduction of new animated filmmaking technigues, an increase in the
number of CG animated films or the resurgence in popularity of older animated filmmaking techniques will not
adversely affect the popularity of CG animated films.

In general, the economic success of a motion picture is dependent on its domestic theatrical performance,
which is a key factor in predicting revenue from other distribution channels and is largely determined by our
ability to produce content and develop stories and characters that appeal to a broad audience and by the effective
marketing of the motion picture. If we are unable to accurately judge audience acceptance of our film content or
to have the film effectively marketed, the commercial success of the film will be in doubt, which could result in
costs not being recouped or anticipated profits not being realized. Moreover, we cannot assure you that any
particular feature film will generate enough revenue to offset its distribution, fulfillment services and marketing
costs, in which case we would not receive any gross receipts for such film from Paramount. In the past, some of
our films have not recovered, after recoupment of marketing, fulfillment services and distribution costs, their
production costs in an acceptable timeframe or at all. In 2003 we released our final primarily hand-drawn
animated feature film, Sinbad: Legend of the Seven Seas, and in 2005 and 2006, respectively, we released
Wallace & Gromit: The Curse of the Were-Rabbit and Flushed Away, which under the applicable accounting
rules we estimate will not generate sufficient revenue to fully recover, after recoupment of marketing, fulfillment
services and distribution costs, their respective production costs.

Our business is dependent upon the success of a limited number of releases each year and the commercial
failure of any one of them could have a material adverse effect on our financial results,

We expect to theatrically release two animated feature films per year for the foreseeable future. The
commercial failure of just one of these films can have a significant adverse impact on our results of operations in
both the year of release and in the future. Historically, there has been a correlation between domestic box office
success and international box office, home entertainment and television success, such that feature films that are
successful in the domestic theatrical market are generalty also successful in the international theatrical, home
entertainment and television markets, although each film is different and there is no way to guarantee such
results. If our films fail to achieve domestic box office success, because of the correlation mentioned above, their
international box office and home entertainment success and our business, results of operations and financial
condition couid be adversely affected. Further, we can make no assurances that the historical correlation between
domestic box office results and international box office and home entertainment results will continue in the
future. In addition, we can make no assurances that home entertainment wholesale prices can be maintained at
current levels due to aggressive retail pricing or other factors. In 2005, the home entertainment performance of
our films was adversely affected by changes in the home entertainment market. Finally, the limited number of
films that we release in a year magnifies fluctuations in our earnings. Therefore, our reported results for quarterly
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and annual periods may be skewed based on the release dates of our films, which could result in volatility in the
price of our Class A common stock.

Our operating results fluctuate significantly.

We continue to expect significant fluctuations in our future quarterly and annual operating results because
of a variety of factors, including the following:

« the potential varying levels of success of our feature films;

+ the timing of the domestic and international theatrical releases and home entertainment release of our
feature films; and

«  costs of Paramount to market, service and distribute our feature films under the Paramount Distribution
Agreement and the Paramount Fulfillment Services Agreement (as defined below).

We also expect that our operating results will continue to be affected by the terms of the Paramount
Distribution Agreement and the Paramount Fulfillment Services Agreement. Under the Paramount Distribution
Agreement and the Paramount Fulfillment Services Agreement, Paramount will be entitled to (i} retain a fee of
8.0% of revenue (before deduction for distribution, servicing and marketing costs and third-party distribution
fees and sales agent fees), and (ii) recoup all of its distribution, servicing and marketing costs with respect to our
films on a title-by-title basis before we recognize any revenue for that film. Accordingly, we recognize
significantly less revenue from a film in the period of that film’s theatrical release than we would absent the
Paramount Distribution Agreement and the Paramount Fulfillment Services Agreement. Furthermore, in the
event that the Paramount Distribution Agreement or the Paramount Fulfillment Services Agreement were
terminated, depending on the arrangement that we negotiated with a replacement distributor or fulfillment
services provider, we could be required to directly incur distribution, servicing and marketing expenses related to
our films, which under the Paramount Distribution Agreement and the Paramount Fulfillment Services
Agreement are incurred by Paramount. Because we would expense those costs as incurred, further significant
fluctuations in our operating results could result.

In response to these fluctuations, the market price of our Class A common stock could decrease significantly
in spite of our operating performance.

We principally operate in one business, the production of CG animated feature films, and our lack of a
diversified business could adversely affect us.

Unlike most of the major studios, which are part of large diversified corporate groups with a variety of other
operations, we depend primarily on the success of our feature films. For example, unlike us, many of the major
studios are part of corporate groups that include television networks and cable channels that can provide stable
sources of earnings and cash flows that offset fluctuations in the financial performance of their feature films. In
this regard, the recently completed acquisition of Pixar by Disney gives Pixar the benefits of being part of a
large, diversified corporate group. We, on the other hand, derive substantially all of our revenue from a single
source—our CG animated feature films—and our lack of a diversified business model could adversely affect us
if our films fail to perform to our expectations.

Animated films are expensive to produce and the uncertainties inherent in their production could result in
the expenditure of significant amounts on films that are abandoned or significantly delayed.

Animated films are expensive to produce. The production, completion and distribution of animated feature
films is subject to a number of uncertainties, including delays and increased expenditures due to creative
problems, technical difficulties, talent availability, accidents, natural disasters or other events beyond our control.
Because of these uncertainties, the projected costs of an animated feature film at the time it is set for production
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may increase, the date of completion may be substantially delayed or the film may be abandoned due to the
exigencies of production. Delays in production may also result in a film not being ready for release at the
intended time and postponement to a potentially less favorable time, which could result in lower gross receipts
for that film. In extreme cases, a film in production may be abandoned or significantly modified (including as a
result of creative changes) after substantial amounts have been spent, causing the write-off of expenses incurred
with respect to the film. This was the case in 2003 when we wrote-off a significant amount of expenses that we
had incurred for two of our animated fiims.

Animated films typically take longer to produce than live-action films, which increases the uncertainties
inherent in their production and distribution.

Animated feature films typically take three to four years to produce after the initial development stage, as
opposed to an average of 12 to 18 months for live-action films. The additional time that it takes to produce and
release an animated feature film increases the risk that our films in production will fall out of favor with target
audiences and that competing films will be released in advance of or concurrently with ours, either of which risks
could reduce the demand for or popular appeal of our films.

The production and marketing of CG animated feature films is capital intensive and our capacity to
generate cash from our films may be insufficient to meet our anticipated cash requirements.

The costs to develop, produce and market a film are substantial. In 2006, for example, we spent
approximately $178.2 million to fund production costs {excluding capitalized interest and overhead expense), to
make contingent compensation and residual payments and to fund technology capital expenditures. For the year
ending December 31, 2007, we expect our commitments to fund production costs (excluding capitalized interest
and overhead expense), to make contingent compensation and residual payments (on films released to date) and
to fund technology capital expenditures will be approximately $250.0 million. In addition, contingent
compensation related to our 2007 releases could be significant. Although we retain the right to exploit each of the
13 films that we have previously released, the size of our film library is insubstantial compared to the film
libraries of the major U.S. movie studios, which typically have the ability to exploit hundreds of library titles.
Library titles can provide a stable source of earnings and cash flows that offset fluctuations in the financial
performance of newly released films. Many of the major studios use these cash flows, as well as cash flows from
their other businesses, to finance the production and marketing of new feature films, We are not able to rely on
such cash flows and are required to fund our films in development and production and other commitments with
cash retained from operations, the proceeds of films that are generating revenue from theatrical, home
entertainment and ancillary markets and borrowings under our $200 miliion revolving credit facility. If our films
fail to perform, we may be forced to seek substantial sources of outside financing. Such financing may not be
available in sufficient amounts for us to continue to make substantial investments in the production of new CG
animated feature films or may be available only on terms that are disadvantageous to us, either of which could
have a material adverse effect on our growth or our business.

The costs of producing and marketing feature films have steadily increased and may increase in the future,
which may make it more difficult for a film to generate a profit or compete against other films.

The production and marketing of theatrical feature films require substantial capital and the costs of
producing and marketing feature films have generally increased in recent years. These costs may continue to
increase in the future, which may make it more difficult for our films to generate a profit or compete against
other films. Historically, production costs and marketing costs have risen at a rate faster than increases in either
domestic admissions to movie theaters or admission ticket prices. A continvation of this trend would leave us
more dependent for revenue on other media, such as home entertainment, television, international markets and
new media.




We compete for audiences based on a number of factors, many of which are beyond our control.

The number of animated and live-action feature films released by competitors, particularly the major U.S.
motion picture studios, may create an oversupply of product in the market, and may make it more difficult for
our films to succeed. In particular, we compete directly against other animated films and family-oriented live-
action films. Oversupply of such products (especially of high-profile “event” films such as ours) may become
most pronounced during peak release times, such as school holidays, national holidays and the summer release
season, when theater attendance has traditionally been highest. Although we seek to release our films during peak
release times, we cannot guarantee that we will be able to release all of our films during those times and,
therefore, may miss potentially higher gross box-office receipts. In addition, a substantial majority of the motion
picture screens in the U.S. typically are committed at any one time to only 10 to 15 films distributed nationally
by major studio distributors. If our competitors were to increase the number of films available for distribution
and the number of exhibition screens remained static, it could be more difficult for us to release our films during
optimal release periods.

Changes in the United States, global or regional economic conditions could adversely affect the
profitability of our business.

A decrease in economic activity in the United States or in other regions of the world in which we do
business could adversely affect demand for our films and products, thus reducing our revenue and earnings. A
decline in economic conditions could reduce performance of our theatrical and home entertainment releases and
purchases of our licensed consumer products. In addition, an increase in price levels generally, or in price levels
in a particular sector such as the energy sector, could result in a shift in consumer demand away from the
entertainment and consumer products we offer, which could also adversely affect our revenues and, at the same
time, increase our costs.

The seasonality of our businesses could exacerbate negative impacts on our operations.

Our business is normally subject to seasonal variations based on the timing of theatrical motion picture and
home entertainment releases. Release dates for theatrical and home entertainment are determined by several
factors, including timing of vacation and holiday periods and competition in the market. Also, revenues in our
consumer products are influenced by seasonal consumer purchasing behavior and the timing of animated
theatrical releases and generally peak in our first fiscal quarter due to the holiday season. Accordingly, if a short
term negative impact on our business occurs during a time of high seasonal demand (such as natural disaster or a
terrorist attack during the time of one of our theatrical or home entertainment releases), the effect could have a
disproportionate effect on our results for the year.

Strong existing film studios competing in the CG animated film market and the entrance of additional
competing film studios could adversely affect our business in several ways.

CG animation is a relatively new form of animation that has been successfully exploited by a growing
number of film studios since the first CG animated feature film, Toy Story, was released by Pixar in 1995,
Recently, a number of studios (including Sony Entertainment, Blue Sky Studios, Warner Brothers, the Weinstein
Company and Lucasfilm, Ltd.) have entered or announced their intentions to enter the CG animated film market,
thus potentially increasing the number of CG animated films released per year. In addition, the recently
completed acquisition of Pixar by Disney combines the creative talents and assets of two of our competitors and
may have an impact on the CG animation market. As a result, the popularity of the CG animation technique
could suffer and there are no substantial technological barriers to entry that prevent other film studios from
entering the field. Furthermore, advances in technology may substantially decrease the time that it takes to
produce a CG animated feature film, which could result in a significant number of new CG animated films or
products. The entrance of additional animation companies into the CG animated feature film market could
adversely impact us by eroding our market share, increasing the competition for CG animated film audiences and
increasing the competition for, and cost of, hiring and retaining talented employees, particularly CG animators
and technical staff.
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Our success depends on certain key employees.

Our success greatly depends on our employees. In particular, we are dependent upon the services of Jeffrey
Katzenberg, our other executive officers and certain creative employees such as directors and producers. We do
not maintain key person life insurance for any of our employees. We have entered into employment agreements
with Mr. Katzenberg and with all of our top executive officers and production executives. However, although it
is standard in the motion picture industry to rely on employment agreements as a method of retaining the services
of key employees, these agreements cannot assure us of the continued services of such employees. The loss of
the services of Mr. Katzenberg or a substantial group of key employees could have a material adverse effect on
our business, operating results or financial condition.

Our scheduled releases of CG animated feature films may place a significant strain on our resources.

We have established multiple creative and production teams so that we can simultaneously produce more
than one CG animated feature film. However, we have limited experience sustaining the ability to produce and
release more than one CG animated feature film at the same time. Due to the strain on our personnel from the
effort required to produce a film and the time required for creative development of future films, it is possible that
we will be unable to consistently release two CG animated feature films per year. In the past, we have been
required, and may continue to be required, to expand our employee base, increase capital expenditures and
procure additional resources and facilities in order to accomplish the scheduled releases of our animated feature
films. This growth and expansion has placed, and continues to place, a significant strain on our resources. We
cannot provide any assurances that any of our animated feature films will be released as targeted or that this
strain on resources will not have a material adverse effect on our business, financial condition or results of
operations.

We are dependent on Paramount for the distribution and marketing of our feature films and related
products.

In January 2006, we entered into the Paramount Distribution Agreement and the Paramount Fulfillment
Services Agreement pursuant to which Paramount and certain of its affiliates are responsible for the worldwide
distribution and servicing of ali of our films in substantially all audio-visual media. If Paramount fails to perform
under either the Paramount Distribution Agreement or the Paramount Fulfillment Services Agreement, it could
have a material adverse effect on our business reputation, operating results or financial condition. In addition, our
grant of distribution and servicing rights to Paramount is expressly subject to certain existing sub-distribution,
servicing and license agreements previously entered into by DreamWorks Studios. Pursuant to the Paramount
Distribution Agreement and Paramount Fulfillment Services Agreement, we will continue to license to
DreamWorks Studios those distribution and servicing rights in and to existing and future films, to the extent
necessary for DreamWorks Studios to comply with such existing sub-distribution, servicing and license
agreements, including the existing sub-distribution, servicing and licensing agreements that DreamWorks Studios
has entered into with other third-party distributors and service providers. Upon expiration of our existing
agreements, all distribution and servicing rights that are subject to such agreements shall be automaticaily
granted to Paramount for the remainder of the term of the Paramount Distribution Agreement and Paramount
Fulfillment Services Agreement. Yet, we cannot assure you that upon expiration of such agreements, Paramount
will be able to replace such sub-distribution, servicing and license agreements that are on terms as favorable as
DreamWorks Studios’ existing sub-distribution, servicing and license agreements. For a description of the terms
of the Paramount Distribution Agreement and the Paramount Fulfillment Services Agreement, see “Item |—
Business—Distribution and Servicing Arrangements—How We Distribute, Promote and Market our Films with
Paramount.”

Although the Paramount Distribution Agreement and the Paramount Fulfillment Services Agreement
obligate Paramount to distribute and service our films, Paramount is able to terminate the agreements upon the
occurrence of certain events of default, including a failure by us to deliver to Paramount a minimum number of
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films over specified time periods. If Paramount fails to perform under the Paramount Distribution Agreement and
the Paramount Fulfillment Services Agreement or the agreements are terminated by Paramount or otherwise, we
may have difficulty finding a replacement distributor and service provider, in part because our films could
continue to be subject to the terms of the existing sub-distribution, servicing and licensing agreements that
DreamWorks Studios, Paramount or both have entered into with third-party distributors and service providers.
See “Item 1—Business—Distribution and Servicing Arrangements—How We Distributed, Promoted and
Marketed our Films with DreamWorks Studios under the DreamWorks Studios Distribution Agreement.” We
cannot assure you that, as a result of existing agreements or for other reasons, we will be able to find a
replacement distributor or service provider on terms as favorable as those in the Paramount Distribution
Agreement and Paramount Fulfillment Services Agreement.

Internal control assessments at our third party distributor and service provider could result in deficiencies,
significant deficiencies or material weaknesses in our internal control over financial reporting.

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002 (“Section 4047}, and the rules and regulations
promulgated by the SEC to implement Section 404, we are required to include in our Form 10-K an annual report
by our management regarding the effectiveness of our internal control over financial reporting. The report
includes, among other things, an assessment of the effectiveness of our internal control over financial reporting
as of the end of our fiscal year. This assessment must include disclosure of any material weaknesses in our
internal control over financial reporting identified by management. The scope of the assessment for DreamWorks
Animation includes internal contrels at Paramount, our third party distributor and service provider,

From time to time, Paramount may elect to make changes to its operating and control environment that
could have an adverse effect on our internal controls over financial reporting. If such changes occur at
Paramount, we may not be able to incorporate any necessary additional monitoring procedures and controls in an
efficient and timely manner and our current monitoring procedures and controls may not be adequate to support
our operations with Paramount. If we determine a need for additional monitoring procedures and controls,
difficulties in implementing them may also significantly burden our management and internal resources. Delays
in the implementation of any new monitoring procedures or controls could impair our ability to accurately record
and report our revenue and associated gross profit and could have a significant adverse effect on our business,
operating results, or financial condition.

We are dependent on Paramount for the timely and accurate reporting of financial information related to
the distribution of our films.

The amount of revenue and associated gross profit recognized in any given quarter or quarters from all of
our films depends on the timing, accuracy and amount of information we receive from Paramount, our third party
distributor and service provider. Although we obtain from Paramount the most current information available to
recognize our revenue and determine our film gross profits, Paramount may make subsequent revisions to the
information that it has provided, which could have a significant impact on us in later periods. Also, if we fail to
receive accurate information from Paramount, or fail to receive it on a timely basis, it could have a material
adverse effect on our business, operating results or financial condition.

DreamWorks Studios and Paramount provide us with certain services, which, if terminated, will likely
increase our costs in future periods.

At the time of the Separation, we entered into a Services Agreement with DreamWorks Studios whereby
DreamWorks Studios agreed to provide us with certain accounting, insurance administration, risk management,
information systems management, tax, payroll, legal and business affairs, human resources administration and
other general support services. In addition, pursuant to the Services Agreement, we provided DreamWorks
Studios with office space at our Glendale facility, facilities management, information technology equipment
purchasing services and limited legal services. As a result of Viacom’s acquisition of DreamWorks Studios,
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(1) we and DreamWorks Studios agreed to terminate certain services provided to us by DreamWorks Studios
under the Services Agreement as of January 31, 2006, (ii) we and DreamWorks Studios agreed to continue to
provide other specified services to each other under the Services Agreement for transitional periods, (iii) we and
DreamWorks Studios agreed to continue to provide other services to each other until such services are terminated
in accordance with the Services Agreement, and (iv) under the terms of the Paramount Distribution Agreement
with us, Paramount and certain of its affiliates agreed to provide us with the following services: music licensing,
music and creative, music business affairs, story department, archiving of film materials, casting, information
technology, travel, the calculation and administration of residuals and contingent compensation for our motion
pictures, and compiling, preparing and checking credits to be accorded on our films and working and complying
with MPAA (including obtaining the MPAA rating for all of our motion pictures). DreamWorks Studios
continues to provide us with certain corporate aviation services pursuant to the terms of the aircraft time-share
agreements entered into in connection with the Services Agreement, and we continue to provide DreamWorks
Studios with certain trademark-related legal services and office-related services.

Both DreamWorks Studios and we have the right, upon notice, to terminate any or all of the services either
party is providing under the Services Agreement. Paramount has the right to terminate a service Paramount is
providing under the Paramount Distribution Agreement if we are in breach of a material provision related to such
service. If any of the services provided to us under the Services Agreement by DreamWorks Studios or the
Paramount Distribution Agreement by Paramount is terminated, we will be required to either enter into a new
agreement with DreamWorks Studios, Paramount or another services provider or assume the responsibility for
these functions ourselves. If we were to enter into a new agreement with DreamWorks Studios or Paramount
regarding any such terminated services, hire a new services provider or assume such services ourselves, the
economic terms of the new arrangement may be less favorable than our current arrangement with DreamWorks
Studios or Paramount (as applicable), which may adversely affect our business, financial condition or results of
operations.

We face risks relating to the international distribution of our films and related products.

Because we have historically derived slightly more than one-third of our revenue from the exploitation of
our films in territories outside of the United States, our business is subject to risks inherent in international trade,
many of which are beyond our control. These risks include:

* laws and policies affecting trade, investment and taxes, including laws and policies relating to the
repatriation of funds and withholding taxes and changes in these laws;

* differing cultural tastes and attitudes, including varied censorship laws;

* differing degrees of protection for intellectual property;

+ financial instability and increased market concentration of buyers in foreign television markets;
+ the instability of foreign economies and governments;

« fluctuating foreign exchange rates; and

« war and acts of terrorism.

Piracy of motion pictures, including digital and Internet piracy, may decrease revenue received from the
exploitation of our films.

Motion picture piracy is extensive in many parts of the world and is made easier by technological advances
and the conversion of motion pictures into digital formats, which facilitates the creation, transmission and
sharing of high-quality unauthorized copies of motion pictures in theatrical release, on videotapes and DVDs,
from pay-per-view through set-top boxes and other devices and through unlicensed broadcasts on free TV and
the Internet. The proliferation of unauthorized copies and piracy of these products has an adverse affect on our
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business because these products reduce the revenue we receive from our legitimate products. Under our
agreements with Paramount, Paramount is substantially responsible for enforcing our intellectual property rights
with respect to all of our films subject to the Paramount Distribution Agreement and Fulfillment Services
Agreement and is required to maintain security and anti-piracy measures consistent with the highest levels it
maintains for its own motion pictures in the applicable portion of the territory. Other than the remedies we have
in the Paramount Distribution Agreement and Fulfillment Services Agreement, we have no way of requiring
Paramount to take any anti-piracy actions, and Paramount's failure to take such actions may result in our having
to undertake such measures ourselves, which could result in significant expenses and losses of indeterminate
amounts of revenue. Even if applied, there can be no assurance that the highest levels of security and anti-piracy
measures will prevent piracy.

Unauthorized copying and piracy are prevalent in territories outside of the U.S., Canada and Western
Europe and in countries where we may have difficulty enforcing our intellectual property rights. The MPAA
monitors the progress and efforts made by various countries to limit or prevent piracy. In the past, trade
associations have enacted voluntary embargoes on motion picture exports to certain countries in order to pressure
the governments of those countries to become more aggressive in preventing motion picture piracy. In addition,
the U.S. government has publicly considered implementing trade sanctions against specific countries that, in its
opinion, do not make appropriate efforts to prevent copyright infringements of U.S.-produced motion pictures.
There can be no assurance, however, that voluntary industry embargoes or U.S. government trade sanctions will
be enacted or, if enacted, effective. If enacted, such actions could negatively affect the amount of revenue that we
realize from the international exploitation of motion pictures, depending upon the countries subject to such action
and the duration and effectiveness of such action. If embargoes or sanctions are not enacted or if other measures
are not taken, we may lose an indeterminate amount of additional revenue as a result of motion picture piracy.

We cannot predict the effect that rapid technological change, emerging distribution channels or
alternative forms of entertainment may have on us or the motion picture industry.

The entertainment industry in general and the motion picture industry in particular, continue to undergo
significant changes, primarily due to technological developments. Due to rapid growth of technology and shifting
consumer tastes, we cannot accurately predict the overall effect that technological growth or the availability of
alternative forms of entertainment may have on the potential revenue from and profitability of our animated
feature films. In addition, certain outlets for the distribution of motion pictures may not obtain the public
acceptance that is or was previously predicted. For example, we cannot assure you that consumers will continue
to use the DVD format for their home entertainment or whether other developing distribution channels, such as
video-on-demand or Internet distribution, witl be accepted by the public. Currently, a significant portion of our
results of operations are due to DVD sales, which are generally concentrated among a small number of mass-
market retail organizations. If other distribution channels are accepted by the public, we cannot assure you that
we will be successful in exploiting such channels. Moreover, to the extent that other distribution channels gain
popular acceptance, it is possible that demand for existing distribution channels, such as DVDs, will decrease. If
we are unable to exploit new distribution channels to the same extent that we have exploited existing channels,
our business, results of operations or financial condition could be materially adversely affected.

We have only recently operated as an independent company, which makes it more difficult to predict
whether our business model is sound.

Prior to the Separation, which occurred on October 27, 2004, we were a business division of DreamWorks
Studios, Accordingly, we have limited experience operating as an independent company implementing our own
business model and an evaluation of our prospects is difficuit to make, particularly in light of the fact that CG
animation constitutes a relatively new form of animated filmmaking and has been successfully exploited since
only 1995. Our prospects must be considered in light of the risks, expenses and difficulties encountered by
companies in the early stages of independent business operations, particularly companies in highly competitive
markets. To address these risks, we must, among other things, respond to changes in the competitive
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environment, continue to atiract, retain and motivate qualified persons and continue to upgrade our technologies.
We cannot provide any assurances that we will be successful in addressing such risks.

While we believe we currently have adequate internal control over financial reporting, we are required to
assess our internal control over financial reporting on an annual basis and any future adverse results from
such assessment could result in a loss of investor confidence in our financial reports and have an adverse
effect on our stock price.

Section 404 and the accompanying rules and regulations promulgated by the SEC to implement it require us
to include in our Form 10-K an annual report by our management regarding the effectiveness of our internal
control over financial reporting. The report includes, among other things, an assessment of the effectiveness of
our internal conirol over financial reporting as of the end of our fiscal year. This assessment must include
disclosure of any material weaknesses in our internal control over financial reporting identified by management.

The Committee of Sponsoring Organizations of the Treadway Commission (COSQ) provides a framework
for companies to assess and improve their internal control systems. The Public Company Accounting Oversight
Standard No. 2 (“Standard No. 2”) provides the professional standards and related performance guidance for
auditors to attest to, and report on, management’s assessment of the effectiveness of internal control over
financial reporting under Section 404. Management’s assessment of internal controls over financial reporting
requires management to make subjective judgments and some of the judgments will be in areas that may be open
to interpretation and therefore the report may be difficult to prepare, and our independent auditors may not agree
with management’s assessments.

During this process, if our management identifies one or more material weaknesses in our internal control
over financial reporting that cannot be remediated in a timely manner, we will be unable to assert such internal
control is effective. While we currently believe our internal control over financial reporting is effective, the
effectiveness of our internal controls in future periods is subject to the risk that our controls may become
inadequate because of changes in conditions, and, as a result, the degree of compliance of our internal control
over financial reporting with the applicable policies or procedures may deteriorate. If we are unable to assert that
our internal control over financial reporting is effective as of December 31, 2007 (or if our independent auditors
are unable to attest that our management’s report is fairly stated or they are unable to express an opinion on the
cffectiveness of our internal controls), we could lose investor confidence in the accuracy and completeness of our
financial reports, which would have an adverse effect on our stock price.

Our historical results may not be indicative of our results as a separate company.

Our historical financial information presented in this document does not reflect what our results of
operations, financial condition and cash flows would have been had we been a separate, stand-alone entity
pursuing independent strategies during all periods presented. For example, our historical consolidated financial
statements do not reflect what our results of operations, financial condition or cash flows would have been had
the DreamWorks Studios Distribution Agreement been in place for all periods presented or had we shifted to our
current business model of primarily producing CG animated films at an earlier date. As a result, our historical
financial information is not necessarily indicative of our future results of operations, financial condition or cash
flows.

We could be adversely affected by strikes and other union activity.

A strike by one or more of the unions that provide personnel essential to the production of our feature films
could delay or halt our ongoing production activities. Along with the major U.S. film studios, we employ
members of the International Alliance of Theatrical and Stage Employees, or IATSE, on many of our
productions. We are currently subject to collective bargaining agreements with IATSE, the Local 839 of IATSE
(the Animation Guild and Affiliated Optical Electronic and Graphic Arts), the Local 700 of IATSE (the Motion
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Picture Editors Guild) and the Screen Actors Guild, or SAG. The collective bargaining agreements with SAG and
IATSE (including our agreements with Local 700 and Local 839 of IATSE) expire in June 2008 and July 2009,
respectively, We may also become subject to additional collective bargaining agreements. Such a halt or delay,
depending on the length of time involved, could cause the delay of the release date of our feature films and
thereby could adversely affect the revenue that the films generate.

Business interruptions could adversely affect our operations.

Our operations are vulnerable to outages and interruptions due to fire, floods, power loss,
telecommunications failures and similar events beyond our control. In addition, our two studios are located in
California—one in Southern California and one in Northern Catifornia. These areas in California have in the past
and may in the future be subject to earthquakes as well as electrical blackouts as a consequence of a shortage of
available electrical power. Although we have developed certain plans to respond in the event of a disaster. there
can be no assurance that they will be effective in the event of a specific disaster. In the event of a short-term
power outage, we have installed UPS (uninterrupted power source} equipment to protect our CG animation
rendering equipment and other sensitive equipment. A long-term power outage, however, could disrupt our
operations. Prices for electricity have in the past risen dramatically and may increase in the future. An increase in
prices would increase our operating costs, which could in turn adversely affect our profitability. Although we
currently carry business interruption insurance for potential losses (including earthquake-related losses), there
can be no assurance that such insurance wilt be sufficient to compensate us for losses that may occur or that such
insurance may continue to be available on affordable terms. Any losses or damages incurred by us could have a
material adverse effect on our business and results of operations.

Terrorist activities and resulting military and other actions could adversely affect our business.

The continued threat of terrorism within the United States and abroad, military action and heightened
security measures in response to such threats, as well as other socioeconomic and political events, may cause
significant disruption to commerce, including the entertainment industry, throughout the world. For example, the
terrorist attacks in New York and Washington, D.C. on September 11, 2001 disrupted commerce throughout the
United States and Europe. Such disruption in the future could have a material adverse effect on our business and
results of operations.

To be successful, we must continue to attract and retain qualified personnel and our inability to do so
would adversely affect the quality of our films.

Qur success continues to depend to a significant extent on our ability to identify, attract, hire. train and
retain qualified creative, technical and managerial personnel. Competition for the caliber of talent required 10
make our films, particularly for our film directors, producers, animators, creative and technology personnel, will
continue to intensify as other studios, some with substantial financial resources, build their in-house CG
animation or special-effects capabilities. In addition, the recently completed acquisition of Pixar by Disney
combines the creative talents and assets of two of our competitors and may have an impact on the CG animation
market. The entrance of additional film studios into the CG animated film industry or the increased production
capacity of existing film studios will increase the demand for the limited number of talented CG animators and
programmers. There can be no assurance that we will be successful in identifying, aitracting, hiring, training and
retaining such qualified personnel in the future, If we are unable to hire and retain qualified personnel in the
future, particularly film directors, producers, animators, creative personnel and technical directors, there could be
a material adverse effect on our business, operating results or financial condition.

We depend on technology and computer systems for the timely and successful development of our
animated feature films and related products.

Because we are dependent upon a large number of software applications and computers for the development
and production of our animated feature films, an error or defect in the software, a failure in the hardware, a
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failure of our backup facilities or a delay in delivery of products and services could result in significantly
increased production costs for a feature film. Moreover, if a software or hardware problem is significant enough,
it could result in delays in one or more productions, which in turn could result in potentially significant delays in
the release dates of our feature films or affect our ability to complete the production of a feature film. Significant
delays in production and significant delays in release dates, as well as the failure to complete a production, could
have a material adverse effect on our results of operations. In addition, we must ensure that our production
environment integrates the latest CG animation tools and techniques developed in the industry so that our feature
films remain competitive. To accomplish this, we can either develop these capabilities by upgrading our
proprietary software, which can result in substantial research and development costs, or we can seek to purchase
third-party licenses, which can also result in significant expenditures. In the event we seek to develop these
capabilities internally, there is no guarantee that we will be successful in doing so. In the event we seek 1o obtain
third-party licenses, we cannot guarantee that they will be available or, once obtained, will continue to be
available on commercially reasonable terms, or at alt,

Our revenue may be adversely affected if we fail to protect our proprietary technology or enhance or
develop new technology.

We depend on our proprietary technology to develop and produce our CG animaited feature films. We rely
on a combination of patents, copyright and trade secret protection and non-disclosure agreements to establish and
protect our proprietary rights. From time to time, we may have patent applications pending in the United States.
We cannot provide any assurances that patents will issue from any of these pending applications or that, if
patents do issue, any claims allowed will be sufficiently broad to protect our technology or that they will not be
challenged, invalidated or circumvented. In addition, to produce our films we also rely on third-party software,
which is readily available to others. Failure of our patents, copyrights and trade secret protection, non-disclosure
agreements and other measures to provide protection of our technology and the availability of third-party
software may make it easier for our competitors to obtain technology equivalent to or superior to our technology.
If our competitors develop or license technology that is superior to ours or that makes our technology obsolete,
we may be required to incur significant costs to enhance or acquire new technology so that our feature films
remain competitive. Such costs could have a material adverse affect on our business, financial condition or
results of operations.

In addition, we may be required to litigate in the future to enforce our intellectual property rights, to protect
our trade secrets, to determine the validity and scope of the proprietary rights of others, or to defend against
claims of infringement or invalidity. Any such litigation could result in substantial costs and diversion of
resources and could have a material adverse effect on our business, financial condition or results of operations.

Third-party technology licenses may not continue to be available to us in the future.

In addition to our proprietary technology, we also rely on certain technology that we license from third-
parties, including software that we use with our proprietary software. We cannot provide any assurances that
these third-party technology licenses will continue to be available to us on commercially reasonable terms or at
all. The loss of or inability to maintain any of these technology licenses could result in delays in feature-film
releases until equivalent technology could be identified, licensed and integrated to complete a given feature film.
Any such delays or failures in feature-film releases could materially adversely affect our business, financial
condition or results of operations.

Others may assert intellectual property infringement claims against us.

One of the risks of the CG animated film production business is the possibility of claims that our
productions and production techniques misappropriate or infringe the intellectual property rights of third-parties
with respect to their technology, software, previously developed films, stories, characters, trademarks, other
entertainment or intellectual property. We have received, and are likely to receive in the future, claims of
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infringement of other parties’ proprietary rights. There can be no assurance that infringement or misappropriation
claims (or claims for indemnification resulting from such claims) will not be asserted or prosecuted against us, or
that any assertions or prosecutions will not materially adversely affect our business, financial condition or results
of operations. Irrespective of the validity or the successful assertion of such claims, we would incur significant
costs and diversion of resources with respect to the defense thereof, which could have a material adverse effect
on our business, financial condition or results of operations. If any claims or actions are asserted against us, we
may seek to obtain a license of a third-party’s intellectual property rights. We cannot provide any assurances,
however, that under such circumstances a license would be available on reasonable terms or at all.

We may incur significant write-offs if our feature films do not perform well enough to recoup production,
marketing and distribution costs.

We are required to amortize capitalized film production costs over the expected revenue streams as we
recognize revenue from the associated films. The amount of film production costs that will be amortized each
quarter depends on how much future revenue we expect to receive from each film, Unamortized film production
costs are evaluated for impairment each reporting period on a film-by-film basis. If estimated remaining revenue
is not sufficient to recover the unamortized film production costs, the unamortized film production costs will be
written down to fair value. In any given quarter, if we lower our previous forecast with respect o total
anticipated revenue from any individual feature film, we would be required to accelerate amortization of related
film costs. For instance, in the third and fourth quarters of 2005, we incurred a write down of $3.9 million and
$25.1 million, respectively, for a change in the estimated fair value of unamortized film costs for Wailace &
Gromit: The Curse of the Were-Rabbit. Similarly, in the quarter ended December 31, 2006, we incurred a write-
down of $108.6 million for a change in the estimated fair value of unamortized film costs for Flushed Away.

Such accelerated amortization would adversely impact our business, operating results and financial
condition.

We base our estimates of revenue on information supplied to us from Paramount and other sources. If the
information is not provided in a timely manner or is incorrect and our internal controls over such information do
not detect such an error, the amount of revenue and related expenses that we recognize from our animated feature
films and related products could be incorrect, which could result in fluctuations in our earnings.

If our stock price fluctuates, you could lose a significant part of your investment.

The market price of our Class A common stock may be influenced by many factors, some of which are
beyond our control, including those described above and the following:

» changes in financial estimates by analysts;

« announcements by us or our competitors of significant contracts, productions, acquisitions or capital
commitments;

* variations in quarterly operating results;

« general economic conditions;

* terrorist acts;

« future sales of our common stock; and

+ investor perception of us and the filmmaking industry.

In addition, the stock market in general has experienced extreme price and volume fluctuations that have
often been unrelated to and disproportionate to the operating performance of movie studios. These broad market

and industry factors may materially reduce the market price of our Class A common stock, regardless of our
operating performance.
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Future sales of our shares, including sales that may occur in cennection with follow-on offerings that we
have agreed to effect for certain of our stockholders, may cause the market price of our Class A common
stock to drop significantly, even if our business is doing well.

Each of Steven Spielberg, Jeffrey Katzenberg, David Geffen and Paul Allen or entities controlled by them
or their permitted transferees are able to sell their shares in the public market from time to time without
registering them, subject to certain limitations on the timing, amount and method of those sales imposed by Rule
144 under the Securities Act. In addition, entities controlled by each of Paul Allen, Steven Spielberg, Jeffrey
Katzenberg and David Geffen (and certain of their permitted transferees) have the right to cause us to register the
sale of shares of Class A common stock beneficially owned by them. In addition, certain of our stockholders that
were members of DreamWorks Studios at the time of the closing of our initial public offering have the right to
include shares of Class A common stock beneficially owned by them in certain future registration statements
relating to our securities. If any of Paul Allen, Steven Spielberg, Jeffrey Katzenberg, David Geffen or entities
controlled by them or their respective permitted transferees were to sell a large number of their shares, the market
price of our Class A common stock could decline significantly, In addition, the perception in the public markets
that sales by them might occur could also adversely affect the market price of our Class A common stock.

Also. in the future. we may issue our securities in connection with investments and acquisitions. The amount
of our common stock issued in connection with an investment or acquisition could constitute a material portion
of our then-outstanding common stock.

A few significant stockholders control the direction of our business. The concentrated ownership of our
common stock and certain corporate governance arrangements will prevent you and other stockholders
from influencing significant corporate decisions,

Jeffrey Katzenberg, David Geffen and entities controlled by them own 100% of our Class B common stock
representing approximately 15.1% of our common equity and approximately 72.6% of the total voting power of
our common stock. Accordingly, Jeffrey Katzenberg and David Geffen or entities controlled by them generally
have the collective ability to control all matters requiring stockholder approval, including the nomination and
election of directors (other than the director elected by an entity controlled by Paul Allen as the holder of Class C
common stock), the determination of our corporate and management policies and the determination, without the
consent of our other stockholders, of the outcome of any corporate transaction or other matter submitted to our
stockholders for approval, including potential mergers or acquisitions, asset sales and other significant corporate
transactions. In addition, the disproportionate voting rights of the Class B common stock relative to the Class A
common stock and the Class C common stock may make us a less attractive takeover target.

The interests of our controlling and significant stockholders may conflict with the interests of our other
stockholders,

We cannot assure you that the interests of Jeffrey Katzenberg, David Geffen, Steven Spielberg and Paul
Allen, or entities controlled by them, will coincide with the interests of the holders of our Class A common stock.
For example, Jeffrey Katzenberg and David Geffen, or entities controlled by them, could cause us to make
acquisitions that increase the amount of our indebtedness or outstanding shares of common stock or sell revenue-
generating assets. Jeffrey Katzenberg, David Geffen and Steven Spielberg may pursue acquisition opportunities
that may be complementary to our business, and as a result, those acquisition opportunities may not be available
to us. Our restated certificate of incorporation provides for the allocation of corporate opportunities between us,
on the one hand, and certain of our founding stockholders. on the other hand, which could prevent us from taking
advantage of certain corporate opportunities. So long as Jeffrey Katzenberg, David Geffen or entities controlled
by them continue to collectively own shares of our Class B common stock with significant voting power, Jeffrey
Katzenberg and David Geffen, or entities controlled by them, will continue to collectively be able to strongly
influence or effectively control our decisions.

32




Additionally, in connection with the Separation we entered into a tax receivable agreement with an affiliate
of Paul Allen. As a result of certain transactions that entities controlled by Paul Allen engaged in, the tax basis of
our assets was partially increased (the “Tax Basis Increase™) and the amount of tax we may pay in the future is
expected to be reduced during the approximately 15-year amortization period for such increased tax basis. Under
the tax receivable agreement, we are required to pay to such affiliate 85% of the amount of any cash savings in
certain taxes resulting from the Tax Basis Increase and certain other related tax benefits, subject to repayment if
it is determined that these savings should not have been available to us. In 2006 and 2005, we made payments
totaling $32.4 million and $5.6 million, respectively, to Mr. Allen’s affiliate. As of December 31, 2006, we have
recorded a liability of $6.4 million to Mr. Allen’s affiliate. As a result, the interests of Paul Allen and entities
controlled by him and the holders of our Class A common stock could differ. The actual amount and timing of
any payments under the tax receivable agreement will vary depending upon a number of factors. The payments
that may be made to Paul Allen’s affiliate pursuant to the tax receivable agreement could be substantial. For a
further discussion of the tax receivable agreement, see Note 15 to our audited consolidated financial statements
and “Item 7—Management’s Discussion and Analysis of Financial Condition and Results of Operations—
Critical Accounting Policies—Provision for Income Taxes.”

Anti-takeover provisions of our charter and by-laws, as well as Delaware law may reduce the likelihood of
any potential change of control or unsolicited acquisition proposal that you might consider favorable.

The anti-takeover provisions of Delaware law impose various impediments to the ability of a third-party to
acquire control of us, even if a change in control would be beneficial to our existing stockholders. Additionally,
provisions of our charter and by-laws could deter, delay or prevent a third-party from acquiring us, even if doing
s0 would benefit our stockholders. These provisions include:

 the division of our capital stock into Class A common stock and Class C common stock, each entitled to
one vote per share, and Class B common stock, entitled to 15 votes per share, all of which Class B
common stock will initially be owned or controlled by Jeffrey Katzenberg and David Geffen;

* the right of the holder of Class C common stock (voting as a separate class) to elect one director;
»  the authority of the board to issue preferred stock with terms as the board may determine;
+ the absence of cumulative voting in the election of directors;

+ following such time as the outstanding shares of Class B common stock cease to represent a majority of
the combined voting power of the voting stock, prohibition on stockholder action by written consent;

* limitations on who may call special meetings of stockholders;
* advance notice requirements for stockholder proposals;

= following such time as the outstanding shares of Class B common stock cease to represent a majority of
the combined voting power of the voting stock, super-majority voting requirements for stockholders to
amend the by-laws; and

= stockholder super-majority voting requirements to amend certain provisions of the charter.

It is possible that we may be treated as a personal holding company for Federal tax purposes now or in the
future.

The Internal Revenue Code currently imposes an additional tax at a rate of 15% on the “undistributed
personal holding company income” (as defined in the Internal Revenue Code of 1986, as amended) of a
corporation that is a “personal holding company” and such rate of tax is scheduled to increase for taxable years
beginning after December 31, 2010. A corporation is treated as a personal holding company for a taxable year if
both (i) five or fewer individuals directly or indirectly own (or are deemed under attribution rules to own) more
than 50% of the value of the corporation’s stock at any time during the last half of that taxable year and {ii) 60%
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or more of the corporation’s adjusted ordinary gross income for that taxable year is “personal holding company
income™ (which includes, among other things, dividends, interest, annuities and, under certain circumstances,
royalties and rents). We believe that, under applicable attribution rules, five or fewer individuals may be deemed
to own more than 50% of the value of our stock and the stock of our subsidiaries. We also believe, however, that
less than 60% of our and our subsidiaries’ adjusted ordinary gross income consists of personal holding company
income and, as a result, we believe that neither we nor any of our subsidiaries is a personal holding company.
There can be no assurance, however, that we or any of our subsidiaries are not, or will not become, a personal
holding company and thus be subject, or become subject to, the tax imposed on our or our subsidiaries’
undistributed personal holding company income.

Changes in effective tax rates or adverse outcomes resulting from examination of our income tax returns
could adversely affect our results.

Our future effective tax rates could be adversely affected by changes in the valuation of our deferred tax
assets and liabilities, or by changes in tax laws, regulations, accounting principles or interpretations thereof. In
addition, we are subject to the examination of our income tax returns by the Internal Revenue Service and other
tax authorities. Qur federal income tax return for the period October 27, 2004 through December 31, 2004 is
currently under examination by the IRS and our California state tax returns for the period October 27, 2004
through December 31, 2004 and for the year ended December 31, 2005 are currently under examination by the
California Franchise Tax Board. We regularly assess the likelihood of adverse outcomes resulting from these
examinations to determine the adequacy of our provision for income taxes. While we believe that we have
adequately provided for our tax liabilities, including the outcome of these examinations, it is possible that the
amount paid upon resolution of issues raised may differ from the amount provided. There can be no assurance
that the outcomes from these examinations will not have an adverse effect on our financial condition or results of
operations.

Item 1B. Unresolved Staff Comments
Not applicable.

Item 2.  Properties

We conduct our business primarily in two studios—in Glendale, where we. are headquartered, and in
Redwood City, California.

Glendale Animation Campus

Our Glendale animation campus is approximately 326,000 square feet and houses a majority of our
employees. In May 1996, we entered into an agreement with a financial institution for the construction of an
animation campus in Glendale, California, and the subsequent lease of the facility upon its completion in early
1993, The lease on the Glendale animation campus, which was acquired and financed by the financial institution
for $76.5 million, qualified as an operating iease for us. In March 2({2, we renegotiated the lease through the
creation of a special-purpose entity that acquired the property from the financial institution for $73.0 million and
the special-purpose entity leased the facility back to us for a five-year term. The lease was subsequently extended
through October 2009.

Redwood Ciry Facility

Our Redwood City studio is approximately 100,000 square feet of office space. We entered into a 10-year
lease agreement for our Redwood City facility in 2002 with a current annual rent of approximately $4.2 million,




Item 3.  Legal Proceedings

Shareholder Class Action and Derivative Lawsuits. Between June and August 2005, eight purperted
shareholder class action lawsnits alleging violations of federal securities laws were filed against us and several of
our officers and directors. Seven of these lawsuits were filed in the U.S. District Court for the Central District of
Califormia. The eighth lawsuit, which was originally filed in the Superior Court of the State of California, was
removed to U.S. District Court for the Central District of California, and all of the purported shareholder class
actions were consolidated before a single judge. In July 2005, three putative shareholder derivative actions were
filed, and ultimately consolidated, in the Superior Court of the State of California alleging various state statutory
and common law claims against us (nominally and in a derivative capacity) and several of our officers and
directors for allegedly violating their fiduciary duties to us by, among other things, permitting us to issue alleged
material misstatements and omissions. In addition, in September 2005, a putative shareholder derivative action
was filed in the U.S. District Court for the Central District of California alleging similar claims against us
(nominally and in a derivative capacity) and several of our officers and directors as those alleged in the state
court derivative cases. All of these lawsuits generally asserted that we and certain of our officers and directors
made alleged material misstatements and omissions in certain press releases, SEC filings and other public
statements, including in connection with our initial public offering in October 2004, and sought to recover
damages on behalf of purchasers of our securities during the purported class period (October 28, 2004 to July 11,
2005). During 2006, all of these actions were dismissed.

Other Manters. From time to time we are involved in legal proceedings arising in the ordinary course of
our business, typically intellectual property litigation and infringement claims related to our feature films, which
could cause us to incur significant expenses or prevent us from releasing a film. We also have been the subject of
patent and copyright claims relating to technology and ideas that we may use or feature in connection with the
production, marketing or exploitation of our feature films, which may affect our ability to continue to do so.
While the resolution of these matters cannot be predicted with certainty, we do not believe, based on current
knowledge, that any existing legal proceeds or claims are likely to have a material adverse effect on our financial
position, results of operations or cash flows.

Item 4.  Submission of Matters to a Vote of Security Holders

No matters were submiited 1o a vote of the shareholders during the quarter ended December 31, 2006.

Executive Officers of the Registrant

The following table sets forth information as to our executive officers, together with their positions and
ages. As noted below in her biographical information, Ms. Leslie’s employment with the Company will end on
February 28, 2007. Lewis Coleman, our President, will assume the role of Chief Financial Officer upon Ms.
Leslie’s departure from the Company.

Name Age Position

Jeffrey Katzenberg ....................... 56  Chief Executive Officer and Director
Roger A Enrico ......................... 62  Chairman of the Board of Directors
LewisColeman .. ........................ 65  President and Director

AnnDaly ... .. .. .. ... L. 50  Chief Operating Officer

Katherine Kendrick ...................... 46  General Counsel and Secretary
KristinaM. Leslie........................ 42 Chief Financial Officer

AmneGlobe .. ... .o L 44 Head of Worldwide Marketing and

Consumer Products

Our executive officers are appointed by, and serve at the discretion of, the Board of Directors. Each
executive officer is an employee of DreamWorks Animation. There is no family relationship between any
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executive officer or director of DreamWorks Animation. Set forth below is a brief description of the business
experience of the persons serving as our executive officers:

Jeffrey Katzenberg—Chief Executive Officer and Director. Mr. Katzenberg has served as our Chief
Executive Officer and member of our Board of Directors since October 2004. Mr. Katzenberg co-founded and
was a principal member of DreamWorks Studios from its founding in October 1994 until its sale to Paramount in
January 2006. Prior to founding DreamWorks Studios, Mr. Katzenberg served as chairman of the board of The
Walt Disney Studios from 1984 to 1994, As chairman, he was responsible for the worldwide production,
marketing and distribution of all Disney filmed entertainment, including motion pictures, television, cable,
syndication, home entertainment and interactive entertainment. During his tenure, the studio produced a number
of live-action and animated box office hits. including Who Framed Roger Rabbit, The Little Mermaid, Beauty
and the Beast. Aladdin and The Lion King. Prior to joining Disney, Mr. Katzenberg was president of Paramount
Studios. Mr. Katzenberg serves on the boards of The Motion Picture and Television Fund, The Museum of
Moving Image, Cedars-Sinai Medical Center, California Institute of the Arts and The Simon Wiesenthal Center.
He is co-chairman of each of the Creative Rights Committee of the Directors Guild of America, and the
Committee on the Professional Status of Writers of the Writers Guild of America. In addition, his fundraising
efforts on behalf of AIDS Project Los Angeles have helped to provide its clients with medical and social services.
As a director, Mr. Katzenberg serves on and chairs our Nominating and Corporate Governance Committee.

Roger A. Enrico—Chairman of the Board. Mr. Enrico has served as the Chairman of our Board of Directors
since October 2004. Mr. Enrico is the former chairman and chief executive officer of PepsiCo, Inc. Mr. Enrico
was chief executive officer of PepsiCo, Inc. from April 1996 to April 2001, chairman of PepsiCo, Inc.’s board
from November 1996 to April 2001, and vice chairman from April 2001 to April 2002. He joined PepsiCo, Inc.
in 1971, became president and chief executive officer of Pepsi-Cola USA in 1983, president and chief executive
officer of PepsiCo Worldwide Beverages in 1986, chairman and chief executive officer of Frito-Lay, Inc. in
1991, and chairman and chief executive officer of PepsiCo Worldwide Foods in 1992, Mr. Enrico was chairman
and chief executive officer, PepsiCo Worldwide Restaurants, from 1994 to 1997. He is also on the boards of
directors of Electronic Data Systems Corporation, Belo Corp. and The National Geographic Society.

Lewis Coleman—DPresident and Director. Mr. Coleman has served as our President since December 2005
and a member of our Board of Directors since December 2006. He also previously served as a member of our
Board of Directors from October 2004 until his resignation from our Board of Directors in December 2005 to
assume his new role as President. Previously, he was the president of the Gordon and Betty Moore Foundation
from its founding in November 2000 to December 2004, and currently serves as one of the Foundation’s trustees.
Prior to that, Mr. Coleman was employed by Banc of America Securities, formerly known as Montgomery
Securities, where he was a senior managing director from 1995 to 1998 and chairman from 1998 to 2000. Before
he joined Montgomery Securities, Mr. Coleman spent 10 years at the Bank of America and Bank of America
Corporation where he was head of capital markets, head of the world banking group, and vice chairman of the
board and chief financial officer. He spent the previous 13 years at Wells Fargo Bank where his positions
included head of intemmational banking, chief personnel officer and chairman of the credit policy commitiee. He
serves on the board of directors of Northrop Grumman Corporation.

Ann Daly—Chief Operating Officer. Ms. Daly has served as our Chief Operating Officer since October
2004, Previously, Ms. Daly served as head of feature animation at DreamWorks Studios since July 1997, where
she guided the strategic, operational, administrative and production-oriented concerns of the animation division,
as well as overseeing the worldwide video operations of DreamWorks Studios. Prior to joining DreamWorks
Studios, Ms. Daly served as president of Buena Vista Home Video (“BVHV”), North America, a division of The
Walt Disney Company, where she presided over what was then the single largest home entertainment company in
the world. Ms. Daly was responsible for marketing, sales, distribution, operations, production and all other facets
of the home entertainment division. During her 14-year tenure at Disney, she was a home entertainment industry
pioneer, orchestrating many innovations such as the direct-to-video business, where high-quality, family-oriented
films were produced exclusively for the home entertainment market. Under Ms. Daly’s direction, BVHV won

36




several vendor awards for marketing and advertising, as well as for its state-of-the-art distribution, shipping and
inventory replenishment systems. Ms. Daly received her B.A. in economics from The University of California,
Los Angeles.

Katherine Kendrick—General Counsel and Secretary. Ms. Kendrick has served as our General Counsel and
Secretary since October 2004. Previously, Ms. Kendrick served as the general counsel of DreamWorks Studios
since Apnl [996. Prior o joining DreamWorks Studios, Ms. Kendrick was employed by The Walt Disney
Company in various legal roles, most recently as vice president—European legal affairs. Prior to joining Disney,
Ms. Kendrick was an associate at the law firm of Latham & Watkins in Los Angeles. Ms. Kendrick has received
several civic honors for her legal work and serves on the boards of numerous civic and charitable institutions,
including The Next Generation Council of The Motion Picture and Television Fund, the Advisory Board of the
Los Angeles Sports and Entertainment Commission, the Kernochan Center for Law, Media and the Arts for
Columbia University School of Law, and Big Brothers/Big Sisters of Greater Los Angeles. Ms. Kendrick
received her J.D. degree from Columbia University and a B.A. in Economics from The University of California,
Berkeley.

Kristina M. Leslie—Chief Financial Officer. Ms, Leslie served as our Chief Financial Officer from October
2004 until February 2007. Previously, Ms. Leslie was the chief financial officer of DreamWorks Studios since
the fall of 2003. Prior to becoming chief financial officer, she was head of corporate finance and strategic
planning since joining DreamWorks Studios in June 1996, where she oversaw its long-range planning, banking
and investor relations and participated in all financing activities. Prior to joining DreamWorks Studios,
Ms. Leslie was director of financial planning at Viacom following its acquisition of Paramount Communications,
where she had served in various finance positions including treasury, investor relations and strategic planning
since 1990. Ms. Leslie received an M.B.A. from Columbia University and a B.A. in economics from Bucknell
University.

Anne Globe—Head of Worldwide Marketing and Consumer Products. Ms. Globe has served as our Head
of Worldwide Marketing and Consumer Products since January 2007. Previously, Ms. Globe served as the
Company’'s head of worldwide consumer products and promotion since January 2005. Ms. Globe joined
DreamWorks Studios in 1996, where she was involved in all aspects of its merchandising and promotional
activities. She held a variety of positions with DreamWorks Studios, including serving as head of marketing and
head of promotions. Prior to joining DreamWorks Studios, Ms. Globe was Vice President of Promotions at
MCA/Universal, where she was responsible for national promotion strategies for a number of the company’s
fitms. Ms. Globe received a B.S. in Marketing and a B.S. in Communications from Syracuse University.




PART i1

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and 1ssuer Purchases of
Equity Securities.

Market Price of Our Class A Common Stock

Our Class A common stock has been listed on the New York Stock Exchange (the “NYSE") under the
symbol “DWA" since October 28, 2004. Prior to that time, there was no public market for our Class A common
stock. The following table sets forth for the periods indicated the high and low sale prices of our Class A
common stock on the NYSE:

Year Ended December 31, 2005 High L.;w
FLrst QUArIEr ..o i e e $40.82  $33.38
Second QUarer . ... e $41.32  $24.75
Third QUarter . . ... ... ...t $28.25 $2245
Fourth Quarter .. .. .. .. . e $28.16  $23.35
Year Ended December 31, 2006 High Low

SR T £ = OO $28.80  $24.40
Second QUAMtET ... ... ... .. ... e $28.50  $22.50
Third QUAITEE . o . oottt e e e e e e e $25.65 $20.05
Fourth Quarter ... ... i e e, $29.92  $23.03

On February 23, 2007 the last quoted price per share of our Class A common stock on the NYSE was
$27.29. As of January 31, 2007, there were approximately 7,809 stockholders of record of our Class A common
stock. Because many of our shares of Class A common stock are held by brokers and other institutions on behalf
of stockholders, we are unable to estimate the total number of stockholders represenied by these record holders.
As of Januvary 31, 2007, there were three stockholders of record of our Class B common stock and one
stockholder of record of our Class C common stock.

Dividend Policy

We have never declared or paid cash dividends on shares of our common stock. Any future change in our
dividend policy will be made at the discretion of our board of directors and will depend on contractual
restrictions contained in our credit facility or other agreements, our results of operations, earnings, capital
requirements and other factors considered relevant by our board of directors. See Note 6 to the audited
consolidated financial statements contained in Part II, Item 8 of this Form 10-K for a discussion of restrictions on
our ability to pay dividends contained in our credit facility and other agreements.




Issuer Purchases of Equity Securities

The following table shows Company repurchases of its common stock for each calendar month for the 12
months ended December 31, 2006.

Maximum Number
(or Approximate
Total Number of Dollar Value)
Shares Purchased  of Shares That May
Total Number of  Average as Part of Publicly Yet be Purchased

Shares Price Paid  Announced Plans Under the Plans or
Purchased" per Share or Programs'V Programst!
January 2006 .. ... ... e 11,855 $24.92 N/A N/A
February 2006 ... ... ................... 20 $27.21 N/A N/A
March2006 ........................... 112 $26.89 N/A N/A
April2006 . ... ... .. — — N/A N/A
May 2006 ........ ... ... . ... 3,353 $26.14 N/A N/A
June2006 . ........ ..., 628 $24.10 N/A N/A
July 2006 ..o 911 $21.46 N/A N/A
Angust 2006 .. ..., ... oo — — N/A N/A
September2006 .. ......... ... ........ 53,264 $20.83 N/A N/A
October2006 . ... .. .. ... ... ... ..... 59,046 $25.45 N/A N/A
November2006 ........................ 2,779 $27.81 N/A N/A
December2006 ........................ 2,366 $29.03 N/A N/A
Total ... ... 134,334 $23.67 N/A N/A

" During 2006, the Company had no publicly announced pians or programs to repurchase its stock. In
February 2007, the Company’s Board of Directors approved a plan to repurchase up to an aggregate of $150
million of the Company’s outstanding stock during the period ending August 31, 2008. The shares indicated
in this table represent only the withholding of a portion of restricted shares to cover employees” minimum
withholding taxes for vested restricted stock awards.

Securities Authorized for Issuance Under Equity Compensation Plans

The following table sets forth certain information as of December 31, 2006 with respect to shares of our
Class A common stock that may be issued under our 2004 Omnibus Incentive Compensation Plan:

Number of securities
to be issued upon

exercise of Weighted-average Number of securities remaining
outstanding exercise price of available for future issuance
options, warrants outstanding options, (excluding securities
and rights warrants and rights reflected in column (a))
Plan Category {a) {b) {c)

Equity compensation plans approved by
securityholders .. .................. 3,693,536 $27.29 6,354,531




Stock Performance Graph

The stock price performance graph below, which assumes a $100 investment on October 28, 2004 and
reinvestment of any dividends, compares DreamWorks Animation’s total stockholder return, the NYSE
Composite Index and the Standard & Poor’s Movies and Entertainment Index for the period beginning October
28, 2004 (the date of the IPO) through December 31, 2006. No cash dividends have been declared on
DreamWorks Animation’s Class A Common Stock since the IPQO. The comparisons in the table are required by
the SEC and are not intended to forecast or be indicative of possible future performance of DreamWorks
Animation’s Class A Common Stock.

The comparisons shown in the graph below are based on historical data and the Company cautions that the
stock price performance shown in the graph below is not indicative of, and is not intended to forecast, the
potential future performance of our common stock. Information used in the graph was obtained from a source
believed to be reliable, but the Company is not responsible for any errors or omissions in such information.

The following graph and related information is being furnished solely to accompany this Form 10-K
pursuant to Item 201(e) of Regulation S-K. It shall not be deemed “soliciting materials” or to be “filed” with the
Securities and Exchange Commission (other than as provided in Item 201), nor shall such information be
incorporated by reference into any future filing under the Securities Act of 1933 or the Securities Exchange Act
of 1934, except to the extent that we specifically incorporate it by reference into such filing.
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Item 6.  Selected Financial Data

The following table sets forth our selected financial information derived from the audited consolidated financial
statements as of and for the years ended December 31, 2006, 2005, 2004, 2003, and 2002. For periods prior to
October 1, 2004, the effective date of the DreamWorks Studios Distribution Agreement, we recognized revenue
from our films net of reserves for returns, rebates and other incentives as a division of DreamWorks Studios.
Under the DreamWorks Studios Distribution Agreement and, subsequently, the Paramount Distribution
Agreement, we recognized revenue net of reserves for returns, rebates and other incentives after our distributor
had (i) retained a distribution fee of 8.0% of revenue (without deduction for any distribution and marketing costs
or third-party distribution and fulfillment services fees) and (ii) recovered all of its distribution and marketing
costs with respect to our films on a title-by-title basis. From October 1. 2004 onward, our distributor began
retaining its 8.0% fee for all revenue recognized by it subsequent to the effective date, regardless of whether the
revenue related to a film released prior to October 1, 2004 and regardless of whether it had recouped the
distribution and marketing expenses related to that film that it has incurred.

The historical selected financial information presented below may not be indicative of our future
performance as a stand-alone company. The historical selected fimancial mformation should be read in
conjunction with “ltem 7—Management’s Discussion and Analysis of Financial Condition and Results of
Operations,” the audited consolidated financial statements and the notes to our audited consolidated financial
statements included elsewhere in this Form 10-K.

(In thousands, except per share data)
Year Ended December 31,

2006 2005 2004 2003 2002
Statements of Operations
Operating revenue . ............vovuvunenn.. $ 3943842 $ 462,316 $1.078,160 3 300,986 $434.324
Operating income (loss} . .................... (1,118 114,875 438,755 (167,295 8,188
Income (loss) before cumulative effect of
accounting changes ...................... 15,125 104,585 333,000 (184,639) (25,067)
Netincome (Ioss) ............. ... 15,125 104,585 333,000 (187,161) (25,067)
Basic net income (loss) per share(!» (2:
Income (loss) before cumulative effect of
accounting change ................... b 0.15 % 101 % 409 § (24D % (033
Netincome (loss) ...........civuvunnn.. 0.15 1.01 4.09 (2.44) (0.33)
Diluted net income {loss) per share®)- ()
Income (loss) before cumulative effect of
accounting change ................... h) 0.15 § 101§ 405 § (24DS% (0.33)
Netincome (loss) ...........ovvunin. ot 0.15 1.01 4.05 (2.44) (0.33)
Balance Sheets
Total cash and cash equivalents . .............. $ 506304 % 403,796 $ 63,134 § 41 % 3
Total @5S€tS . . ... ... i 1,280,469 1,313,176 1,219,354 681,837 680,209
Total borrowings™ ., . ..., ... ..ccvhivnn.... 119,950 194,531 217,200 549,048 350,484
Total stockholders” equity (deficiency) ......... 1,033,268 946,170 826,945 (12,444) 176,987
Unaudited pro forma Statements of Operations
Pro Forma income (loss) before cumulative effect
of accounting changes® .................. $ 15,125 § 104,585 $ 298,684 $(184,639) $(25,067)
Pro Forma net income (loss)® . .............. 15,125 104,585 298,684 (187,161) (25,067
Basic income (loss) per share before cumulative
effect of accounting changes@ . ..., .. .... $ 015 $ 1.01 § 367 $ (241) % (0.33)
Basic net income (loss) per sharet- ..., 0.15 1.01 3.67 (2.44) (0.33)
Diluted income (loss) per share before cumulative
effect of accounting changes® .. ... .. ... $ 015 % 1.01 & 3Jo4 5 (24135 (033

Diluted net income (loss) per share®. & ... 0.15 1.01 3.64 (2.44) (0.33)




n

(2)

3)

&)

(5)

(6)

For the years ended December 31, 2006 and 2005, both the basic per share amounts are calculated vsing the
weighted average number of shares of common stock outstanding for the each year.

For each of the years in the two-year period ended December 31, 2003, the basic share amounts are
calculated using the number of shares of common stock outstanding immediately following the Separation,
but not including the shares issued in our initial public offering, as if such shares were outstanding for all
periods presented. For the year ended December 31, 2004, the basic per share amounts and the basic per
share amounts are calculated using the weighted average of: (i) for the period from January 1, 2004 through
the Separation Date, the number of shares of common stock outstanding immediately following the
Separation, but not including those shares issued in our initial public offering, as if such shares were
outstanding for the entire period and (i) for the period from the Separation Date through December 31,
2004, the weighted average number of shares of common stock outstanding.

For the years ended December 31, 2006 and 2005, the diluted per share amounts include dilutive common
stock equivalenis, using the treasury stock method. For the years ended December 31, 2006 and 2005,
2,108,390 and 2,856,843 options to purchase shares of common stock and stock appreciation rights,
respectively, were excluded from the computation of diluted net earnings per share because they were anti-
dilutive. In addition, 717,845 options to purchase shares of common stock\stock appreciation rights and
1,062,451 shares of unvested restricted stock for the year ended December 31, 2006, and options to
purchase 690,179 shares of common stock and 1,020,952 shares of unvested restricted stock for the year
ended December 31, 2005, and 1,020,952 performance stock awards for both the years granted to certain
named executive officers were not included in the calculation of diluted net income per share, respectively,
because the number of shares ultimately issued are contingent upon the Company’s performance against
measures established for the applicable performance period. In addition, as a result of the acquisition of
DreamWorks Studios by Viacom, on January 31, 2006, approximately 300,000 unvested shares of restricted
stock and 597,000 unvested options to purchase shares of the Company’s Class A common stock, which
represented the unvested portions of equity awards granted to certain employees of DreamWorks Studios
under the Company’s Omnibus Plan as of such date, were forfeited and cancelled, respectively. In addition,
approximately 531,000 vested options to purchase shares of the Company’s Class A common stock held by
certain employees of DreamWorks Studios were also cancelled in connection with this acquisition.

Diluted per share amounts for each of the years in the two-year period ended December 31, 2003 are
calculated using the number of shares of common stock outstanding immediately following the Separation,
but not including the shares issued in our initial public offering, as if such shares were outstanding for all
periods presented, excluding, because their effect would be anti-dilutive, the impact of 487,000 shares of
Class A common stock which underlie equity-based compensation awards converted at the Separation. For
the year ended December 31, 2004, the diluted share amount is calculated using the weighted average of:
(i) from January 1, 2004 through the Separation Date, the number of shares of common stock outstanding
immediately following the Separation, but not including the shares issued in our initial public offering, plus
the impact of 487,000 shares of Class A common stock which underlie equity-based compensation awards
converted at the Separation (using the treasury stock method) and (ii) from the Separation Date through
December 31, 2004, the weighted average number of shares of common stock outstanding plus 1,418,000
shares of Class A common stock which underlie equity-based compensation awards converted at the
Separation as well as those issued during the period (using the treasury stock method), excluding the
dilutive impact of 1,020,952 shares unvested of restricted stock and options to purchase 690,179 shares
granted to certain named executive officers that had performance criteria that were not set by our
compensation committee until January 2005 and 1,020,952 shares of unvested performance compensation
awards issued in January 2005 to certain named executive officers.

Total borrowings include obligations under capital leases, bank borrowings and other debt, Universal
Studios advance and debt allocated by DreamWorks Studios.

Pro forma income (loss) before cumulative effect of accounting changes and pro forma net income (loss)
represent the amounts that would have been recorded had we been incorporated and paid taxes historically.
There is no pro forma adjustment for taxes for the fiscal years ended December 31, 2005 and 2006 as we
were incorporated for both years,
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

This section and other parts of this Form 10-K contain forward-looking statements that involve risks and
uncertainties. Our actual results may differ significanily from the results discussed in the forward-looking
statements. You should read the following discussion and analysis in conjunction with our audited consolidated
financial statements and related notes thereto and the “Risk Factors” section of this Form 10-K in Part [,
Ttem 1A, as well as other cautionary statements and risks described elsewhere in this Form 10-K, before deciding
fo purchase, hold or sell our common stock.

Our audited consolidated financial statements, which are discussed below, reflect the historical financial
position, results of operations and cash flows of the Animation Business transferred to us on October 27, 2004
and thereafter operated by us as a stand-alone company, The financial information, however, does not reflect
what our financial position, results of operations and cash flows will be in the future or what our financial
position, results of operations and cash flows would have been in the past had we been a separate, stand-alone
company prior to October 27, 2004.

Recent Events

Secondary Public Offering. On November 20, 2006, certain stockholders sold 11,580,964 shares of our
Class A common stock for net proceeds of $307.2 million in a registered public offering {the “Offering”). We
did not receive any proceeds from the Offering. The shares of Class A common stock sold in the Offering were
comprised of shares heid by DWI II, an affiliate of Paul Allen, and certain other Holdco partners outside of
Heldco, and a portion of the shares of Class A common stock which were issuable to the members of Holdeo
upon the conversion of shares of the Company’s Class B common stock held by Holdeo into shares of the
Company’s Class A common stock in connection with the Offering. As the shares of Class A common stock sold
in the Offering were comprised of existing outstanding shares held by the stockholders, there was no change to
the total amount of the Company’s shares outstanding. For a discussion of the secondary offering please see Part
I, Item | “Business—Recent Events—Secondary Offering” of this Form 10-K and Note 14 to the audited
consolidated financial statements contained in Part [T, itemn 8 of this Form 10-K.

Stock Repurchase Program. In February 2007, our Board of Directors approved a stock repurchase
program. Under this program, we may repurchase up to an aggregate of $i50 million of our outstanding stock
during the period ending August 31, 2008. Repurchases, if any, may be made via open-market purchases, block
trades, private transactions or such other transactions as we deem appropriate.

Amendment of Credit Agreement. On February 26, 2007, the Company entered into a First Amendment
dated February 23, 2007 (the “Amendment”) to the Credit Agreement dated as of October 27, 2004 (the “Credit
Agreement™) by and among the Company, the several banks and other financial institutions from time to time
parties thereto, HSBC Bank USA, National Association, as syndication agent, Societe Generale, as
documentation agent, and JPMorgan Chase Bank, as administrative agent. The Credit Agreement is filed as an
exhibit to this Form 10-K. The Amendment amends the Credit Agreement to permit the Company to declare or
make distributions or other payments with respect to its equity securities provided that following such
distributions or payments the sum of (i) the Company’s available borrowing capacity under the Credit Agreement
and (ii) the Company’s unencumbered cash on hand is equal to or greater than $400,000,000.

The foregoing description of the Amendment is qualified in its entirety by reference to the Amendment,
which is attached as Exhibit 10.50 to this Form 10-K.

Our Distribution and Servicing Arrangements

For the period beginning October 1, 2004 to January 31, 2006 our films were distributed in the domestic
theatrical and worldwide television market directly by DreamWorks Studios and in the internationa! theatrical
and worldwide home entertainment markets by Universal Studios, as an approved subdistributor and fulfillment
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service provider of DreamWorks Studios, in each case pursuant to the terms of the DreamWorks Studios
Distribution Agreement. We terminated the DreamWorks Studios Distribution Agreement upon the closing of the
acquisition of DreamWorks Studios by Viacom on January 31, 2006. At the same time, we and Paramount
entered into an exclusive distribution agreement and fulfillment services agreement {(collectively, the
“Paramount Agreements”) through the later of (i) our delivery to Paramount of 13 new animated feature films
and (ii) December 31, 2012. As a result, effective January 31, 2006, the worldwide theatrical and television
distribution and home video fulfillment services for our films after January 31, 2006 is provided by Paramount
and, as a result, our results after January 31, 2006 reflect our new agreements with Paramount. Please see Part I,
Item 1 “Business—Distribution and Servicing Arrangements” of this Form 10-K for a discussion of our
distribution and servicing arrangements with DreamWorks Studios and Paramount.

In general, under the terms of our distribution and servicing arrangements, we are responsible for al} of the
costs of developing and producing our animated feature films and direct-to-video films, including contingent
compensation and residual costs. Our distributor and fulfillment service providers are responsible for all
expenses incurred in the distribution, manufacturing, advertising, marketing, publicizing and promotion of each
film in all media and are entitled to recoup all of these costs with respect to our films on a title-by-title basis, in
addition to receiving an 8% fee of revenue, prior to us recognizing any revenue. If a film does not generate
revenue in all media, net of the 8.0% fee, sufficient for our distributor or fulfillment service provider to recoup
their expenses, our distributor and fulfillment service provider will not be entitled to recoup those costs from the
proceeds of our films, and we will not be required to repay the distributor or fulfillment service provider for such
amounis, Please see Part 1, Item | “Business—Distribution and Servicing Arrangements—How We Distribute,
Promote and Market our Films with Paramount” and “Business—Distribution and Servicing Arrangements—
How We Distributed, Promoted and Marketed our Films with DreamWorks Studios under the DreamWorks
Studios Distribution Agreement” of this Form 10-K for a discussion of our distribution and servicing
arrangements with DreamWorks Studios and Paramount.

Additionally, at the time of the Separation, we entered into a services agreement with DreamWorks Studios
(the “Services Agreement”) whereby DreamWorks Studios agreed to provide us with certain general support
services. Also pursuant to the Services Agreement, we provided DreamWorks Studios office space at our
Glendale facility, facilities management, information technology purchasing services and limited legal services,
As a result of Viacom’s acquisition of DreamWorks Studios, we terminated certain services provided under the
Services Agreement as of January 31, 2006 and continue to provide each other limited services until such
services are terminated in accordance with the Services Agreement.

Pursuant to the Paramount Agreements, we received a $75.0 million signing bonus from Paramount. As the
effectiveness of the Paramount Agreements and Viacom's acquisition of DreamWorks Studios were each
conditioned upon the other’s occurrence, and as we and DreamWorks Studios were effectively under common
control at the time of DreamWorks Studios’ acquisition by Viacom, we recorded this $75 million signing bonus
from Paramount, which i1s approximately $48.7 million on an after-tax basis, as an increase to Additional-
Paid-in-Capital. In addition, the signing bonus, before taxes, has been reflected in the statement of cash flows as
a deemed contributicn from controlling stockholders. We used the proceeds of this signing bonus toward the
repayment of a $75.0 million advance, plus interest, due to Universal Studios, which was contractually required
in connection with DreamWorks Studios’ termination of its distribution arrangements with Universal Studios.
Furthermore, pursuant to the Paramount Agreements, Paramount is also obligated to pay us annual cost
reimbursements. We are allocating the total amount of these annual cost reimbursements equally to each of the
new films we are delivering to Paramount under the Paramount Agreements. We are recognizing the amount
allocated to each film, approximately $4.6 million, as revenue upon the release of that film beginning with the
release of Over the Hedge. These annual cost reimbursements are guaranteed and independent from Paramount’s
right to recoup its distribution and marketing costs for each film and as a result are recognized as revenue without
regard to Paramount’s recoupment position for each film.

In the ordinary course of reconciling balances with our distributor, we determined that the net balance with
Paramount as reflected in our audited consolidated balance sheets as of December 31, 2006 and prior periods
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may be misstated. We believe that this misstatement relates to certain amounts due to DreamWorks Studios
being overstated at the Separation Date and at the time that DreamWorks Studios was acquired by Viacom. We
are in discussions with Paramount regarding this issue, but it has not been resolved. We currently believe that the
resolution of this issue will not have a material impact on our financial condition or cash flows and will have no
impact on our results of operations as the impact of any resolution would be to adjust stockholders’ equity.

Under the terms of the Paramount Distribution Agreement, Paramount has also agreed to provide us at a
minimal cost with certain production related services, including but not limited to film music licensing, archiving
of film materials, casting and credits as well as information technology oversight, participation and residual
accounting and travel.

Our Revenues and Costs
Sources of Revenue

Our feature films are the source of substantially all of our revenue. We derive revenue from the worldwide
exploitation of our feature films in theaters and in markets such as home entertainment, pay and free broadcast
television and other ancillary markets. For periods prior to October 1, 2004 (the effective date of the
DreamWorks Studios Distribution Agreement), as an operating division of DreamWorks Studios we recognized
revenue from films net of reserves for returns, rebates and other incentives. Beginning October 1, 2004, revenue
from these domestic and internationa! distribution channels are subject to our distribution and servicing
arrangements with our then-current distributor and fulfillment service provider. Please see “—Distribution and
Servicing Arrangements” section above for further discussion of our distribution and servicing arrangements. In
addition, and separate from the activity governed by the distribution and fulfillment services agreements, we earn
revenue from the licensing and merchandising of our films and characters in markets around the world.

Our films are distributed in foreign countries and, in recent years, we derived approximately one-third of our
revenue from foreign sources. As a result, fluctuations in foreign currency exchange rates can adversely affect
our business, results of operations and cash flow. For a detailed discussion of our foreign currency risk, please
see “Foreign Currency Risk” under Item 7A of this Form 10-K.

Prior to the Separation, our historical financial statements do not reflect any material allocations of revenue
from DreamWorks Studios.

Theatrical and Home Entertainment

Our films are distributed in the worldwide theatrical and home entertainment markets by our distributor and
fulfillment service providers. International results are generally reported by our distributor on a 30-day lag.
Historically, there has been a close correlation between the success of a film in the domestic box office market
and the film’s success in the international theatrical and worldwide home entertainment markets. In genecral,
films that achieve domestic box office success also tend to experience success in the home entertainment and
international theatrical markets. While we continue to believe that domestic box office performance is a key
indicator of a film's potential performance in these subsequent markets, we do not believe that it is the only
factor influencing the film’s success in these markets and recognize that a range of other market and film-specific
factors can have a significant impact on a film’s performance in the international theatrical market as well as in
the worldwide home entertainment and television markets.

The initial release in the domestic and international home entertainment markets typically occurs four to six
months following the film’s theatrical release, Accordingly, our summer theatrical releases are typically released
into the home entertainment market during the holiday season of that same year, and our fall theatrical releases
are typically released into the home entertainment market in the winter or early spring of the following year.
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International home entertainment releases are handled on a market-by-market basis, depending upon the timing
of the theatrica! release in that country and other market factors.

As discussed above, our distributor and fulfillment service providers use film receipts to recover the
distribution and marketing expenses they incur for each film and to cover the 8% distribution fee. Accordingty,
we only record revenue from our films to the extent it exceeds our distributors’ costs and the distribution fee. As
a result of the expected marketing and distribution costs that our distributor will incur and the structure of our
distribution and servicing arrangements, our distributor may not report and, therefore, we may not recognize any
revenue from the exploitation of our films’ for one to two quarters after the theatrical release of our films until a
film has been released in the worldwide home entertainment and television markets.

Television

Our films are distributed in the worldwide free and pay television markets by our distributor. Our distributor
licenses our films pursuant to output agreements and individual and package film agreements, which generally
provide that the exhibitor pay a fee for each film exhibited during the specified license period for that film, which
may vary according to the theatrical success of the film. Qur distributor generally enters into license and/or
output agreements for both pay and free television exhibition on a worldwide basis with respect to our films.

The majority of our revenue from television licensing is based on predetermined rates and schedules that
have been established as part of output agreements between our distributor and various television licensees.
Typically the majority of the license fee for domestic pay television is recognized by our distributor 12 months
after the film has been released in the domestic theatrical market. The license fee for the domestic network
television market is typically recognized by our distributor two and a half years after the domestic theatrical
retease of the film. Internationally, the majority of television rights are governed by output agreements on a
country-by-country basis. While every film is different, we expect that under our distributor’s current
international television deals, the license fees generated in the international pay television market will typically
begin to be recognized by cur distributor approximately 18 months after the domestic theatrical release and in the
international free television markets approximately two and a half years after the domestic theatrical release of
our films. In both the international pay and free television markets, we typically recognize revenue over several
quarters as our films become available for airing in each country around the world.

Licensing/Merchandising

We generate royalty-based revenues from the licensing of our character and film elements to consumer
product companies. Typically, these agreements provide us with a royalty based upon a percentage of net sales of
the products. We also license our characters and storylines for use in conjunction with our promotional partners’
products or services. In exchange, we generally receive promotional fees as well as the additional marketing
benefits from cross-promotional opportunities. Because these aclivities are not subject to our distribution
arrangements, we receive payment of licensing and merchandising revenues directly from third parties.

For a detailed discussion of our critical accounting policies related to revenue recognition, please see
“—Critical Accounting Policies and Estimates—Revenue Recognition.”

Costs of Revenue

Under our distribution arrangements, our costs of revenue include the amortization of capitalized
production, overhead and interest costs, contingent compensation and residual costs and write-offs for films not
expected to be released and released films not expected to recoup their capitalized costs, but generally do not
include distribution and marketing costs or third-party distribution and fulfillment services fees. Distribution and
marketing costs would oniy be included in our costs of revenue to the extent that we caused our distributor to
make additional expenditures in excess of agreed amounts. See “ltem 1—Business—Distribution and Servicing
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Arrangements—How We Distributed, Promoted and Marketed our Films with DreamWorks Studios under the
DreamWorks Distribution Agreement” and “ltem |—Business—Distribution and Servicing Arrangements—
How We Distribute, Promote and Market our Films with Paramount.” Prior to October 1, 2004, our costs of
revenue included distribution and marketing costs as well as third-party distribution and fulfillment services fees.
Exclusive of our distribution arrangements, our costs of revenue include direct costs for sales commissions to
outside third parties for the licensing and merchandising of our characters.

Capitalized production costs include all of the costs incurred to develop and produce our animated films,
which primarily consist of salaries (including stock compensation) and fringe benefits for animators and voice
talent (which, in the case of sequels can be significant), equipment and other direct operating costs. Capitalized
production overhead generally represents the salaries (including stock compensation) of individual employees or
entire departments with exclusive or significant responsibilities for the production of our films.

We are responsible for certain contingent compensation paid to creative participants, such as writers,
producers, directors, voice talent, animators and other persons associated with the production of a film, which is
dependent on the performance of the film and is based on factors such as domestic box office andfor total
revenue recognized by the distributor related to the film. In some cases, particularly with respect to sequels (such
as Shrek 2), these contingent compensation costs can be significant. We are also responsible for residuals, which
are payments based on revenue generated by the home entertainment and television markets, and generally made
to third parties pursuant to collective bargaining, union or guild agreements or for providing certain services such
as recording or synchronization services.

Once a film is released, the amount of film costs relating to that film and contingent compensation and
residual costs, are amortized and included in costs of revenue in the proportion that the revenue during the period
for each film (“Current Revenue™) bears o the estimated remaining total revenue to be received from all sources
for each film (“Ultimate Revenue™) as of the beginning of the current fiscal period. The amount of film costs that
are amortized each quarter will therefore depend on the ratio of Current Revenue to Ultimate Revenue for each
film. Amortization costs as a percentage of film revenue may vary from period to period due to several factors,
including: (i) changes in the mix of films earning revenue, {ii) changes in any film’s Ultimate Revenue and
capitalized costs and (iii) write-downs of film costs due to changes in the estimated fair value of unamortized
film costs. Following the effectiveness of the DreamWorks Studios Distribution Agreement in the fourth quarter
of 2004, the amount of revenue that we recognize in the periods immediately following a film’s release is
substantially less than the amounts that we would recognize if we acted as our own distributor. Consequently,
although the total amount of production costs that are amortized for any particular film will be the same over the
life of the film, the timing of the amortization will change, since amortization is calculated based on the ratio of
Current Revenue for a film to remaining Ultimate Revenue for the film at the beginning of the fiscal year.

For a detailed discussion of our critical accounting policies relating to film amortization, please see
“—Critical Accounting Policies and Estimates—Costs of Revenue—Amortization.”

Selling, General and Administrative Expenses

Our selling, general and administrative expenses consist primarily of salaries, employee benefits, rent and
insurance and fees for professional services, net of expenses included in capitalized overhead.

Prior to the Separation, our selling general and administrative expenses also included allocated costs of
DreamWorks Studios. As an operating division of DreamWorks Studios, we were allocated a portion of
DreamWorks Studios’ total overhead expenses incurred prior to the Separation for the marketing and distribution
of all DreamWorks Studios’ films (including our films), and for corporate overhead functions. In general, these
allocations were calculated based on the percentage that our films, headcount, revenue or other criteria
constituted of the total films, headcount, revenue or other criteria of DreamWorks Studios.
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Seasonality

Our revenues fluctuate based upon the timing of our films’ theatrical and home entertainment releases and
the recoupment position of our distributor on a film-by-film basis. For example, although Over the Hedge was
theatrically released May 19, 2006, no revenue was reported by our distributor until the fourth quarter of 2006
because our distributor is entitled to first recover its marketing and distribution costs (including its distribution
fee) before we can recognize any revenue generated from the exploitation of the film, In addition, revenues
related to the licensing of our character and film elements are influenced by seasonal consumer purchasing
behavior and the timing of animated theatrical releases. As a result, our annual or quarterly operating results for
any period are not necessarily indicative of results to be expected for future periods.

Results of Operations

Beginning October 1, 2004 and through January 31, 2006, our results reflect the effects of our distribution and
other arrangements with DreamWorks Studios under the DreamWorks Studios Distribution Agreement. Effective
January 31, 2006, our results reflect our new distribution and other arrangements with Paramount. Pursuant to our
distribution and servicing arrangements, our distributor is responsible for paying the distribution and marketing
costs relating to each film and we report revenues net of our distributor's distribution fees and these distribution and
marketing costs. As a result, the amount of revenue and costs of revenue that we recognized in periods prior 10 the
fourth quarter of 2004 are substantially higher than those that we have recorded subsequently.

Overview of Financial Results

The following table sets forth, for the periods presented, certain data from our audited consolidated
statements of operations. This information should be read in conjunction with our audited Consolidated Financial
Statements and the notes thereto included elsewhere in this Form 10-K.

% Change $ Change
26060 20050 2004 2006 vs, 2005 2005 vs, 2004 2006 vs. 2005 2005 vs. 2004
(in millions, except percentages and per share data)

Operating revenue . .............. $394.8 $462.3 §$1,078.2 (14.6)% (57.1)% $ (67.5) $(615.9)
Costsofrevenue ................. 371 27110 566.2 (17.0% 52.1% (46.1}) 2952
Selling. general and administrative

EXPEDSES v i vt 78.8 76.4 73.2 3.1)% (4.4)% (2.4) (3.2
Operating income (loss) ........... (1.1) 114.9 438.8 (101.0y% (73.8)% (116.0) (323.9)
Interest income {expense), net ...... 243 7.8 (15.8) 211.5% 149.4% 16.5 23.6
Otherincome, net .. ......o...u... 59 4.1 04 43.9% 925.0% 1.8 37
Decrease (increase) in income tax

benefit payable to stockholder . ... 351 (147 — 338.8% NA 49.8 NA
Income before income taxes ........ 64.2  112.1 4233 (42. "% (73.5)% (47.9) (311.2)
Provision for income taxes ......... (49.1) (7.5) (90.3) (554.71% 91.7% (41.6) 82.8
Netincome ..................... $ 151 $10d46 § 3330 (85.6)% (68.0)% $ (89.5) $(228.4)
Diluted net income per share ....... $015 $101 § 405 (85.2)% (75.1)% $ (0.86) $ (3.09)

t)  In the year ended December 31, 2006 we recorded a write-down of film costs associated with the 2006
fourth quarter theatrical release, Flushed Away, of $108.6 million, or $0.80 per share on an after-tax basis.

9 In the year ended December 31, 2005 we recorded a write-down of film costs associated with the 2005
fourth quarter theatrical release, Wallace & Gromit, of $29.0 million, or $0.20 per share on an after-tax
basis. In addition, in 2005, we recognized a tax benefit (including the impact to the income tax benefit
payable to stockholder) of $28.0 million, or $0.28 per share on an afler-tax basis, associated with the
abandonment of two film projects previously written-off.
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Year Ended December 31, 2006 Compared to Year Ended Decenther 31, 2005
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() For each year shown, “Current year theatrical releases™ consists of revenues attributable to films released
during such year, “Prior year theatrical releases” consists of revenues attributable to films released during
the immediately preceding year and “All Other” consists of revenues attributable to films released during all
previous periods as well as revenues from any other sources.

Operating Revenue. TFor the year ended December 31, 2006, our revenue was $394.8 million, a decrease of
$67.5 million, or 14.6%, as compared to $462.3 million for the year ended December 31, 2005. As illustrated in
the chart above, the revenue for the years ended December 31, 2006 and 2003 is primarily attributable to the film
released during the second quarter of the current year as welt as the film released during the fourth quarter of the
prior year. The decrease in revenue in 2006 from 2005 was primarily related to lower results generated by our
fourth quarter 2005 release, Wallace and Gromit in both the worldwide theatrical and home entertainment
markets when compared to the performance of our fourth quarter 2004 release, Shark Tale, during the same
period in 2005. In addition, the year-over-year revenue comparison of 2006 against 2005 was further negatively
impacted by the lower theatrical performance of our second quarter 2006 release, Over the Hedge, as compared
to Madagascar’s in the previous year. This decrease in revenue was partially offset by Madagascar's
performance in 2006 in the worldwide home entertainment markets.

Film revenue for the year ended December 31, 2006 was primarily generated by Madagascar and QOver the
Hedge. Madagascar generated total revenue of $128.8 million, earned primarily in the worldwide home
entertainment and television markets. Over the Hedge contributed revenue totaling $116.9 million primarily
through its current year worldwide theatrical and home entertainment releases. Total revenue for both titles
included merchandising and licensing revenue and. for Over the Hedge, total revenue also included $4.6 million
of ancillary revenue associated with the annual reimbursable amounts received pursuant to the Paramount
Agreements. As 1s typical for our films in the quarter of their initial theatrical release, no revenue was reported
by our distributor during the fourth quarter of 2006 directly associated with our 2006 fourth quarter release,
Flushed Away. However, Flushed Away did generate $6.2 million of ancillary revenue, including merchandising
and licensing revenue and $4.6 million of revenue associated with the annual reimbursable amounts received
from our distributor. Wallace & Gromit contributed revenue of $29.1 million primarily from the worldwide home
entertainment markets and Shark Tale contributed revenue of $37.9 million earned primarily in the international
lelevision and worldwide home entertainment markets. Shrek 2 generated $38.0 miilion in revenues primarily
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from the worldwide home entertainment and television markets. Qur other films contributed revenue of $37.9
million earned across a variety of markets,

Revenue for the year ended December 31, 2005 was primarily generated by Shark Tafe in the worldwide
home entertainment market and Madagascar in the worldwide theatrical and home entertainment markets.
During the year ended December 31, 2005, Shark Tale generated total revenue of $158.3 million and
Madagascar contributed total revenue of $228.6 million. Revenues for both films included revenue earned
through merchandising and licensing. Shrek 2 contributed $19.4 million of revenues earned through
merchandising and licensing. Our other films and television series contributed $56.1 million of revenues, largely
driven by revenues carned by Shrek in the worldwide home entertainment market and Spirit: Stallion of the
Cimarron in the international television market. Because DreamWorks Studios had not yet recovered its
distribution and marketing costs associated with the fourth quarter 2005 theatrical release of Wallace & Gromit
as of December 31, 2005, we did not recognize any revenue for this film in our results for 2005,

Costs of Revenue. Costs of revenue increased by $46.1 million, or 17.0%, to $317.1 million for the year
ended December 31, 2006. Our costs of revenue for both 2006 and 2005 included the impact of write-downs to
capitalized film costs. In 2006, costs of revenue included a $108.6 million film costs write-down associated with
the fourth quarter theatricat release, Flushed Away. In 2003, costs of revenue reflected a $29.0 million film costs
write-down associated with that year's fourth quarter release, Wallace & Gromit. The film costs write-downs in
each year were a result of revisions to each film’s overall Ultimate Revenue projections based on lower-than-
expected performances which resulted in each film's estimated fair value (as calculated using a discounted cash
flow model) being less than each film's unamortized capitalized film costs. The film costs write-down for
Flushed Away was higher than that for Walluce & Gromit primarily as a result of Flushed Away’s higher
capitalized film costs combined with its lower theatrical performance.

Excluding the film costs write-downs described above, amortization for released films as a percentage of
film revenue in the year ended December 31, 2006, was 50.0% and remained relatively unchanged from that of
49.4% for the year ended December 31, 2005. Projected Ultimate Revenues at December 31, 2006 for our 2006
second quarter release, Over the Hedge, were lower than those projected for our 2005°s second quarter release,
Madagascar, at December 31, 2005 and, as a result, Over the Hedge has a higher rate of amortization. However,
the impact of Over the Hedge's higher rate of amortization was offset by an improvement made during 2006 to
the projections of Ultimate Revenue for Madagascar resulting in a decrease in 2006 to the film’s amortization
rate. Amortization rates in 2006 for our films released prior to Madagascar remained materially consistent with
those in 2005.

Selling, General and Administrative Expenses. Total selling, general and administralive expenses
increased by $2.4 million to $78.8 million (including $24.0 million of stock compensation expense discussed
below) for the year ended December 31, 2006 from $76.4 million (including a stock compensation expense of
$17.7 million) for the year ended December 31, 2005. The $3.9 million decrease in selling, general and
administrative expenses (other than stock compensation expense which is discussed in the following paragraph)
related primarily 10 lower outside legal fees and reduced professional services in our second year of compliance
with the Sarbanes-Oxley Act of 2002, partially offset by increased employee-related costs, the costs to terminate
our agreement with Aardman and costs associated with our secondary public offering.

Stock compensation expense was $24.0 million for the year ended December 31, 2006, as compared to
$17.7 million for the same period for 2005. The increase in stock compensation expense was primarily a result of
additional grants of equity awards made to our employees and, pursuant to the terms of a terminated employment
contract, the acceleration of vesting for one of our executive officers. As of December 31, 2006, the total
compensation cost related to unvested equity awards granted to employees (excluding equity awards with
performance objectives not probable of achievement) but not yet recognized was approximately $84.9 million.
This cost is expected to be amortized on a straight-line basis over a weighted average of 3.1 years.
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Operating Income (Loss). Operating income for the year ended December 31, 2006 decreased by
approximately $116.0 million, or 101.0%, to an operating loss of $1.1 million. This decrease in operating income
between 2006 as compared to the same period in 2005 was primarily related to lower revenues for Wallace and
Gromit in 2006 as compared to Shark Tale in the prior comparable period as well as lower theatrical results for
Over the Hedge as compared to Madagascar in the previous year and the larger film costs write-down recorded
for Flushed Away as compared to Wallace & Gromit.

Interest Income (Net of expense).  For the year ended December 31, 2006, total interest income was $26.5
million, an increase of $12.3 million or 86.6%, from $14.2 miilion in the prior year. The increase was primarily a
result of the combination of higher interest rates and higher balances of cash and cash equivalents. Total interest
expense for the year ended December 31, 2006 was $2.2 million {net of amounts capitalized to film costs which
are discussed in the following paragraph) as compared to $6.4 million (net of amounts capitalized to film costs)
for the same period in 2005, This decrease of $4.2 million, or 67.2%, in total interest expense was primarily due
10 a $6.0 millien decrease in interest expense associated with the Universal advance (which was repaid in January
2006) offset by the impact of higher interest rates on existing financing arrangements.

Interest expense capitalized to production film costs of $9.4 million for the year ended December 31. 2006
remained relatively unchanged from $9.6 million for 2005. Although overall interest expense was lower in 2006,
a larger portion of the total interest expense was subject to capitalization primarily as a result of a higher average
balance of production film costs during the period and a higher rate of capitalization during the period as
compared to the same period in the prior year.

Other Income (Net of expense). For the year ended December 31, 2006, total other income, net of expense,
increased by $1.8 million, or 43.9%, to $5.9 million, primarily due to an increase in other income recognized in
connection with preferred vendor arrangements and the expense recorded in 2005 associated with the change in
fair value of certain foreign exchange transactions which did not qualify for special hedge accounting. These
foreign exchange transactions were terminated in June 2005.

Decrease (Increase) in Income Tax Benefit Pavable to Stockholder.  As a result of a partial increase in the
tax basis of our tangible and intangibie assets attributable to transactions entered into by affiliates controlled by a
stockholder at the time of our separation from DreamWorks Studios (“Tax Basis Increase”), we may pay
reduced tax amounts to the extent we generate sufficient taxable income in the future. As discussed below in
“—Critical Accounting Policies—Provision for Income Taxes,” we are obligated to remit to the stockholder’s
affiliate 85% of any such cash savings in U.S. Federal income tax and Catifornia franchise tax and certain other
related tax benefits, subject to repayment if it is determined that these savings should not have been available to
us. For the year ended December 31, 2006, we recorded $41.3 million in net tax expense associated with the Tax
Basis Increase as an increase in the provision for income taxes and recorded a benefit of $35.1 million
representing 85% of this increased tax expense as a decrease to the income tax benefit payable o stockholder.

For the year ended December 31, 2005, we recognized $17.3 million in net tax benefits associated with the
Tax Basis Increase as a reduction in the provision for income taxes and recorded an expense of $14.7 million
representing 85% of these recognized benefits to increase income tax benefit payable to stockholder.

Provision for Income Taxes. For the years ended December 31, 2006 and 2005, we recorded a provision
for income taxes of $49.1 million and $7.5 million, respectively, or an effective tax rate of 168.5% and 5.5%,
respectively. Our effective tax rate was significantly higher in 2006 than the 35% statutory federal rate because
our net deferred tax assets were reduced by a $36.2 million increase to our valuation allowance primarily related
to the film costs write-down of Flushed Away. A substantial portion of the tax benefits from this write-down is
not deductible for income tax purposes until future years and we currently do not believe that it is more likely
than not that there will be sufficient future taxable income to recognize these tax benefits. See Note 15 to the
audited consolidated financial statements contained in Part 11, Item 8 of this Form 10-K for further information
regarding the provision for income taxes.
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Qur effective tax rate for the year ended December 31, 2003 was lower than the statutory rate due to the
planned abandonment of two films resulting in a tax benefit of $24.0 million, permanent deductions for income
earned outside the United States and qualified manufacturing activities under the American Jobs Creation Act
(the “Jobs Creation Act™) of 2004 and the net tax benefits recognized from the Tax Basis Increase as described
above. The provision for income taxes was increased by $2.8 million during the year ended December 31, 2005,
to provide reserves for tax contingencies partially offset by net adjustments to current and deferred income taxes
existing at the beginning of the year after filing our 2004 Federal and state income tax returns.

In 2006 we derived benefits of $1.6 million from an exclusion provided under U.S. income tax laws with
respect to certain extraterritorial income attributable to foreign trade gross receipts (“FTGRs”). This exclusion
was repealed as part of the Jobs Creation Act which was enacted on October 22, 2004. The Act provides for a
phase-out such that the exclusion for the otherwise qualifying FTGRs generated in 2006 may be limited to
approximately 60%. No exclusion will be available for years 2007 and thereafter.

The Jobs Creation Act made a number of other changes (o the income tax laws which will affect us in future
years, the most significant of which is a new deduction relating to qualifying domestic production activities. The
deduction equals three percent of qualifying income for 2006, six percent for years 2007 through 2009 and nine
percent for years 2010 and thereafter. The U.S. Department of the Treasury and the Internal Revenue Service
(“IRS™} issued final regutations on May 24, 2006 which provided comprehensive rules, definitions and examples to
assist in the implementation of this new deduction. In 2006 we did not derive any henefit from this deduction, We
expect that we may not receive any benefit from this deduction in future years but, if we do, we expect the
deduction to be substantially lower than those derived under the extraterritorial income exclusion discussed above.

Net Income (Loss). Net income for the year ended December 31, 2006 was $15.1 million or $0.15 per
diluted share. This compared unfavorably to net income of $104.6 million, or $1.01 per diluted share, in the
corresponding prior-year period.

Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

We have elected not to include a chart which presents revenue by release year for the vears ended
December 31, 2005 and 2004 similar to the one included in the comparison of operating results for the years
ended December 31, 2006 and 2005 because prior to October 1, 2004 (the effective date of the DreamWorks
Studios Distribution Agreement) we recognized revenue before the deduction of distribution and marketing costs
as incurred by our distributor and, thus, the year-over-year revenue numbers are not comparable.

Operating Revenue. For the year ended December 31, 2005, revenue was $462.3 million, a decrease of
$615.9 million, or 57.1%. as compared to the year ended December 31, 2004, As indicated above, the
DreamWorks Studios Distribution Agreement, which resulted in us reporting revenues net of distribution fees
and expenses, was in effect for all of 2005, as compared to only three months of 2004, As a result, the amount of
revenue that we recognized during year ended December 31, 2005 was substantially less than the amount that we
recognized during 2004,

Film revenue for the year ended December 31, 2005 was primarily attributable to the theatrical and home
entertainment release of Madagascar in both domestic and international markets and the contribution of Shark
Tale in the worldwide home entertainment market. During the year ended December 31, 2005, Madagascar
generated total revenue of $228.6 million and Shark Tale contributed total revenue of $158.3 million. Revenues
for both films include revenue earned through merchandising and licensing. Shrek 2 contributed $19.4 million of
revenue earned primarily through merchandising and licensing. Our other films and television series contributed
$56.1 million of revenues, largely representing revenues from Shrek in the worldwide home entertainment
market and Spirit: Stallion of the Cimarron in the international television markets. In addition, as DreamWorks
Studios had not yet recovered its distribution and marketing costs associated with the theatrical release of
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Wallace & Gromir (released on October 7, 2005} as of December 31, 20085, we did not recognize any revenue for
this film in 2003,

Film revenue for the year ended December 31, 2004 was primarily attributable to Shrek 2 in the werldwide
theatrical and home entertainment markets. In 2004, Shrek 2 generated total revenue of $790.4 million, including
revenue earned through merchandising and licensing and revenue accrued prior to the October 1, 2004 effective
date of the DreamWorks Studios Distribution Agreement. Shark Tale, which had its domestic theatrical release
early in the fourth quarter of 2004, generated total revenue of $62.3 million in 2004. Our other films and
television series contributed $225.5 miltion of revenue in 2004, including $116.8 million of revenues from Shrek
in the worldwide home entertainment and international television markets.

Costs of Revenue. Costs of revenue decreased by $295.2 miilion, or 52.1% to $271.0 million in the year
ended December 31, 2005. In addition, as indicated above, because the expenses we recorded during the year
ended December 31, 2005 followed the effectiveness of the DreamWorks Studios Distribution Agreement, the
amount of expenses that we recorded during the year was substantially less than that for 2004, The DreamWorks
Distribution Agreement was only in place for the last three months of 2004 and, as a result, the costs of revenue
for the year ended December 31, 2004 also included significant marketing and distribution costs incurred in
connection with the releases of Shrek 2 and Shark Tole.

Following the effectiveness of the DreamWorks Studios Distribution Agreement in the fourth guarter of
2004, the amount of revenue that we recognize in the periods immediately following a film’s release is
substantially less than the amounts that we would recognize if we acted as our own distributor. Consequently,
although the total amount of productjon costs that are amortized for any particular film will be the same over the
lite of the film, the timing of the amortization will change, since amortization is calculated based on the ratio of
Current Revenue for i film to remaining Ultimate Revenue for the film at the beginning of the fiscal year.

Film costs amortization for the year ended December 31, 2005 included the cumulative impact for the year
of a $29.0 million write-down for a change in the estimated fair value of unamontized film costs for Wallace &
Gromit, The write-down was a result of a revision to the film’s Uliimate Revenue projections based on its lower-
than-expected performance in the worldwide theatrical and home entertainment market which resulted in the
film's estimated fair value (as calculated using a discounted cash flow model) being less than the unamortized
capitalized film costs.

Amortization for released films as a percentage of film revenuve in the year ended Deccmber 31, 2005,
excluding the write down described above, was 49.4% compared to 28.4% for the year ended December 31,
2004. The change in the mix of films earning revenue during the years ended December 31, 2004 and 2005
contributed to the increase in amortization as a percentage of film revenue. Both Madagascar and Shark Tale
have a higher amortization rate than Shrek 2 did in the comparable period last year because their Ultimate
Revenues are significantly lower than the Ultimate Revenues that were projected for Shrek 2 during 2004. The
increase in amortization as a percentage of film revenue for the year ended December 31, 2005 also resulted from
reduction during the year of both Shark Tale and Shrek 2's forecasted worldwide home entertainment Ultimate
Revenues reflecting the changes in the home entertainment marketplace that negatively impacted these titles.
This resulted in increased amortization expense primarily for Shark Tale and, to a lesser extent, Shrek 2 for the
year ended December 31, 2005.

Selling, General and Administrative Expenses.  Total selling, general and administrative expenses were
$76.4 million (including $17.7 million of stock compensation expense discussed below) for the year ended
December 31, 2005, an increase of $3.2 million as compared to $73.2 million {including a stock compensation
expense of $21.4 million} for the year ended December 31, 2004. The $6.9 million increase (other than stock
compensation expense which is discussed in the following paragraph) was primarily due to an increase in outside
lega! fees and increased use of professional consulting services in order to accommodate the increased demands
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of a public company (including the first-year of compliance with the requirements of the Sarbanes-Oxley Act of
2002).

Stock compensation expense was $17.7 million for the year ended December 31, 2005, as compared to a
stock compensation expense of $21.4 million for the year ended December 31, 2004. The stock compensation
cost recorded in 2004 primarily represented the cost associated with fully vested restricted stock issued to certain
of our employees and advisors upon the consummation of our initial public offering during the fourth quarter of
2004. Stock compensation expense recorded in 2005, as a result of our decision to voluntarily adopt Financial
Accounting Standards Board (“FASB™) issued FAS No. 123 (revised 2004), “Share-Based Payment” (“FAS
123R"} as of January 1, 2003, represented compensation expense for all equity grants made to our employees
after the Separation and our initial public offering based on each equity award’s grant-date fair value.

Operating Income (Loss).  Operating income for the year ended December 31, 2005 as compared to 2004
decreased by $323.9 million, or 73.8%, to $114.9 million. This decrease in operating income was primarily due
lo the theatrical and home entertainment performance of Madagascar as compared to that of Shrek 2. This
decrease in revenue was partially offset by theatrical and home entertainment revenue as contributed by Shark
Tale. In addition to the decline in revenue, the increase in film amortization and the increase in selling, general
and administrative expenses during 2005 to accommeodate the increased demands of being a public company also
contributed to the year-over-year difference in operating income.

Interest Income (Net of expense). For the year ended December 31, 20035, total interest income was $14.2
million, an increase of $11.6 million or 446 %, from $2.6 miilion in the prior year. The increase was primarily a
result of interest earned on our balances of cash and cash equivalents for the full year of 2005 as opposed to the
significantly shorter period from the Separation Date through December 31, 2004. Total interest expense for the
year ended December 31, 2005 was $6.4 million (net of amounts capitalized to film costs, which are discussed in
the following paragraph) as compared to $18.4 million (net of amounts capitalized to film costs) for the same
period in 2004. This decrease of $12.0 million, or 65.2%, in total interest expense was primarily due to allocated
interest expense from DreamWorks Studios of $15.2 million recorded during the year ended December 31, 2004
that ceased to be allocated subsequent to the Separation and higher interest expense capitalized to production film
costs, offset by the impact of interest expense on existing financing arrangements for the full year of 2005 as
compared to the significantly shorter period from the Separation Date through December 31, 2004,

Interest expense capitalized to production film costs for the year ended December 31, 2005 was $9.6 million
as compared to $7.1 million for 2004. Interest expense capitalized to production film costs for 2005 related to
interest expense directly incurred by us. Prior to the Separation Date, interest expense capitalized to production
film costs pertained to interest expense allocated to us as an operating division of DreamWorks Studios.

Other Income (Net of expense). For the year ended December 31, 2003, total other income, net of expense,
increased by $3.7 million, or 925 %, to $4.1 million primarily due to an increase in other income recognized in
connection with preferred vendor arrangements and allocated losses on swap agreements recorded during the year
ended December 31, 2004 that ceased 1o be aliocated from DreamWorks Studios subsequent to the Separation.

Decrease (Increase) in Income Tax Benefit Payable to Stockholder. As a result of the Tax Basis Increase,
we recognized $17.3 million in net tax benefits as a reduction in the provision for income taxes for the year
ended December 31, 2005. We are obligated to remit to the stockholder’s affiliate 85% of any such cash savings
in U.S. Federal income tax and California franchise tax and certain other related tax benefits. Accordingly, we
have recorded an expense of $14.7 million to increase income tax benefit payable to stockholder for the year
ended December 31, 2005.

For the year ended December 31, 2004, the $83.1 million tax benefit associated with the Tax Basis Increase
and the related liability to the stockholder’s affiliate of $70.6 million, representing 85% of these recognized
benefits, was recorded in equity. See below “—Critical Accounting Policies—Provision for Income Taxes.”
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Provision for Income Taxes. For the year ended December 31, 2005, we recorded an income tax provision
of $7.5 million or an effective tax rate of 5.9%. Our effective tax rate for the year ended December 31, 2005 was
lower than the statutory rate due to the planned abandonment of two films resulting in a tax benefit of $24.0
million, permanent deductions for income earned outside the United States and qualified manufacturing activities
under the Jobs Creation Act and the net tax benefits recognized from the Tax Basis Increase as described above.
The provision for income taxes was increased by $2.8 million during the year ended December 31, 2005 to
provide reserves for tax contingencies, partially offset by net adjustments to current and deferred income taxes
exisiing at the beginning of the year after filing our 2004 Federal and state income tax returns.

In 2005 we derived benefits of $1.8 million from an exclusion provided under U.S. income tax laws with
respect to certain extraterritorial income attributable to FTGRs.

The Jobs Creation Act makes a number of other changes to the income tax laws which will affect us in
future years, the most significant of which is a new deduction relating to qualifying domestic production
activities. The deduction equals three percent of qualifying income for 2005.

For the year ended December 31, 2004, we recorded actual income tax expense of $90.3 million which
represented U.S. Federal and state income taxes incurred from the Separation Date through December 31, 2004
and foreign taxes for the entire year. In 2004 our effective tax rate of 21% was significantly lower than the
statutory tax rate primarily because of our pre-Separation income not being subject to tax and a reduction during
the year in the valuation allowance on our net deferred tax assets.

Net Income (Loss). WNet income for the year ended December 31, 2005 was $104.6 million or $1.01 per
diluted share. This compared unfavorably to net income of $333.0 million, or $4.05 per diluted share, in the
corresponding prior-year period.

Financing Arrangements

The following table summarizes the balances outstanding and other information associated with our various
financing arrangements (in thousands):

Interest Cost

Balance Qutstanding Rl;llt:;ess:.f For[)lil:e:'ﬁ;: Elll,d «
December 31, December 31, December 31,
2006 2005 Maturity Date 2006 2006 2005 2004
Animation Campus
Financing'h ... ... .. $73,000 $73,000 October 2009 532%  $4,506 $3,338 $2,528
Universal Studios
Advance® ... ... ... $ — $75,000 NiA N/A $ 557 $6,562 $5,506
Revolving Credit
Facility ........... $ — § — October 2009 0.75%3 $1,532(0§1,532(0 § 240
HBO Subordinated
Notest . .......... $50,000 $50,000 November 2007 5.86%  $4.183 $3,160 3 503

M In connection with the adoption of FASB Interpretation No. 46 “Consolidation of Variable Interest Entities”
(“FIN 46”), the special purpose entity associated with this financing was consolidated by us as of
December 31, 2003 and, as such, the balance of the obligation is presented on the consolidaled balance
sheets as $70.1 million of bank borrowings and other debt and a $2.9 million non-controlling minonty
interest. For further discussion please see Note 6 to our audited consolidated financial statements.

& In connection with the termination of the DreamWorks Studios Distribution Agreement, DreamWorks
Studios terminated its distribution arrangements with Universal Studios. In connection therewith, we were
required to repay the Universal Studios advance, plus interest, totaling approximately $75.6 million. We
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repaid such amount in January 2006 using the proceeds of the $75.0 million signing bonus received from
Paramount in connection with the Paramount Agreements.

@ We have a $200 million revolving credit facility with a number of banks. There was no debt outstanding for
the respective periods. The interest rate shown represents a commitment fee which we are required to pay on
undrawn amounts, The commitment fee paid on undrawn amounts is an annual rate of 0.75% on any date
when less then $100 million is outstanding under the credit facility and 0.50% on any other date. Interest on
borrowed amounts is determined either at a floating rate of LIBOR plus 1.75% or the alternate base rate
(which is generally the prime rate) plus 0.75% per annum.

& The subordinated notes are recorded net of a discount of $1.4 million and $2.8 million as of December 31,
2006 and 2005. respectively, which will be amortized to interest expense over the remaining term of the
subordinated loan agreement. The subordinated notes are expected to be repaid in November of 2007.

For a more detailed description of our various financing arrangements, please see Note 6 to the audited
consolidated financial statements contained in Part H, Item 8 of this Annual Report

As of December 31, 2006 we were in compliance in all material respects with all applicable debt covenants.

Liquidity and Capital Resources

Our operating activities for the year ended December 31, 2006 generated adequate cash to meet our
operating needs. As of December 31, 2006, we had cash and cash equivalents totaling $506.3 million, a $102.5
million increase compared to $403.8 million at December 31, 2005. The principal components of the change in
cash and cash equivalents were cash generated from operating activities of $108.6 million, the cash signing
bonus of $75.0 million received pursuant to the Paramount Distribution Agreement and proceeds of $0.9 million
from the exercise of employee stock options, partially offset by the $75.6 million repayment of the advance to
Universal Studios, plus interest, and $3.5 million invested in equipment. We expect that cash on hand and cash
from operations will be sufficient to satisfy our anticipated cash needs for working capital and capital
expenditures for 2007. In the event that these cash flows are insufficient, we expect to be able 1o draw funds from
the revolving credit facility to meet these needs.

2006 2005 2004
(in thousands)
Net cash provided by (used in) operating activities ... ................... $108,561 $371.854 $(43,652)
Net cash used in investing activities .. ... .. . vttt (3,523) (5,114) (1,084)
Net cash provided by (used in} financing activities ... ... ... ... ... ... . (2,530) (26,078) 107,829

Cash provided by operating activities for 2006 was $108.6 million and was primarily atributable to
collection of revenue earned in 2005 associated with Madagascar's worldwide home entertainment sales,
collection of revenue earned by both Wallace and Gromit's and Over the Hedge's theatrical release and
worldwide home entertainment sales, and a $40.9 million refund associated with 2005 income taxes previously
paid. The operating cash provided during 2006 was partially offset by a $32.4 million payment to an affiliate of a
stockholder related to tax benefits realized in 2005 from the Tax Basis Increase, film production spending and
contingent compensation. Cash provided by operating activities for 2005 was $371.9 million and was primarily
attributable to collection of revenue earned in 2004 for the theatrical release of Shark Tale and worldwide home
entertainment revenue from Shrek 2 and the collection of revenues earned for the 2005 worldwide home video
release of Shark Tale and theatrical release of Madagascar. Revenues collected for both 2006 and 2005 were
partially offset by film production spending, contingent compensation and other operating uses. Cash used by
operating activities for the year ended December 31, 2004 was $43.7 million and was primarily attributable to
film production spending, conlingent compensation and other operating uses. Under the terms of the
DreamWorks Studios Distribution Agreement, we did not collect a significant portion of revenue from our 2004
releases (especially the home entertainment release of Shrek 2) until early 2005.

Cash used in investing activities for 2006, 2005, and 2004 was $3.5 million, $5.1 mitlion, and $1.1 miilion,
respectively, resulting primarily from the investment in equipment.
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Cash used in financing activities in 2006 and 2005 was $2.5 million and $26.1 million, respectively. In
2006, cash used in financing activities consisted mainly of the $75.0 million repayment of the Universal Studios
advance in connection with the termination of the Universal Agreements by DreamWorks Studios (the repayment
of the $0.6 million of interest is reflected in operating activities) and payments related to employee withholding
taxes for vested restricted stock awards for which we withheld stock. This use of cash in financing activities for
2006 was largely offset by cash provided by financing activities, consisting primarily of the $75.0 million signing
bonus received from Paramount pursuant to terms of the Paramount Agreements. During 2003, the use of cash
was primarily due to the loan repayment for the financing of one of our films and payments related to employee
withholding taxes for vested restricted stock awards for which we withheld stock, as partially offset by proceeds
from the exercise of stock options. Cash provided by financing activities for 2004 was $107.8 million and was
primarily the result of the net proceeds from our initial public offering of $635.5 million less the repayment of
debt totaling $456.3 mitlion,

Our commitments prior to the DreamWorks Studios Distribution Agreement becoming effective were
primarily for production funding, contingent compensation and residual payments, distribution and marketing
costs and technology capital expenditures. Following the Separation, our primary commitments have been to
fund production costs of our feature films, make contingent compensation and residual payments and fund
technology capital expenditures. For 2007, we expect our commitments to fund production costs (excluding
capitalized interest and overhead expense), make contingent compensation and residual payments {on films
released to date) and fund technology capital expenditures will be approximately $250.0 million. In addition, we
expect to repay in full in the fourth quarter of 2007 the $50.0 million of subordinated debt due to Home Box
Office, Inc. ("HBO™). We also currently expect in 2007 that either we will remit to Paramount approximately
$50 million to $75 million or that they will deduct such amount from receipts due to us in the ordinary course of
business under the Paramount Distribution Agreement. This amount relates primarily to excess cash remitted to
us by our distributor in periods ending on or before December 31, 2006 and which we have recorded as a liability
within the receivable from Paramount as of December 31, 2006.

Contractual Obligations, As of December 31, 2006, we had contractual commitments (¢ make the
following payments (in thousands):

Payments Due by Year

Caontractaal Cash Obligations 2007 2008 2009 2010 2011 Thereafter Total
Operating leases ............ooonn.. $ 5393 $4457 $ 4564 34,675 $4,787 $2832 §$ 26,708
Named executive officers’ employment

EICEMNENTS . .vvve et 3472 3407 2,025 — — — 8.904
Glendale animation campus note

payabletV . ..o oL L — — 73,000 — — — 73,000
HBO subordinated debt® . ... ... .. 50,000 — — — — — 50,000
Capital leases™ ................... 1,080 332 — — — — 1,412
Totul contractual cash obligations ... .. $59.945 $8,196 $79.589 $4,675 $4,787 $2,832 $160,024

' We operate an animation campus in Giendale, California. The lease on the property, which was originally
acquired for $76.5 million, qualified as an operating lease. In March 2002, we renegotiated the lease through
the creation of a special-purpose entity that acquired the property for $73.0 million and leased the facility to
us for an initial term of five years, which was subsequently extended through October 2009. In accordance
with the provisions of FIN 46, we have included the asset, debt and non-controlling interest on our
combined balance sheet as of December 31, 2006 and 2005, In addition to the principal amount of $73
million that is due in October 2009, we are obligated to pay interest based primarily on 30-day commercial
paper rates (5.32% at December 31, 2006). For further discussion, please see Note 6 to our audited
consolidated financial statements,

@ In connection with the Separation, we assumed $80 million of subordinated debt that DreamWorks Studios
incurred from HBO in December 2000, $30 million of which we repaid with proceeds from our initial
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public offering. In addition to the principal amount of $50 million due in November 2007, the Company is
obligated to pay interest at the LIBOR rate plus 0.50% (5.86% at December 31, 2006
3 Includes $0.1 million of total imputed interest.

As of December 31, 2006, we had non-cancelable talent commitments totaling approximately $13.9 million
that are payable over the next five years.

Critical Accounting Policies and Estimates

We prepare our consolidated financial statements in accordance with United States generally accepted
accounting principles (“GAAP"). Tn doing so, we have to make estimates and assumptions that affect our
reported amounts of assets, liabilities, revenues and expenses, as well as related disclosure of contingent assets
and liabilities including estimates of uitimate revenues and costs of film and television product, estimates of
product sales that will be returned, the potential outcome of future tax consequences of events that have been
recognized in our financial statements and estimates used in the determination of the fair value of stock options
and other equity awards for the determination of stock-based compensation. In some cases, changes in the
accounting estimates are reasonably likely to occur from period to period. Accordingly, actual results could differ
materially from our estimates. To the extent that there are material differences between these estimates and actual
results, our financial condition or results of operations will be affected. We base our estimates on past experience
and other assumptions that we believe are reasonable under the circumstances, and we evaluate these estimates
on an ongoing basis. We believe that the application of the following accounting policies, which are important to
our financial position and results of operations, requires significant judgments and estimates on the part of
management.

Revenue Recognition

We recognize revenue from the distribution of our animated feature films when earned and reported by our
distributor, as reasonably determinable in accordance with the Accounting Standards Executive Committee of the
American Institute of Certified Public Accountants Statement of Position 00-2, “Accounting by Producers or
Distributors of Films” (the “SOP”). The following are the conditions that must be met in order to recognize
revenue in accordance with the SOP: (i) persuasive evidence of a sale or licensing arrangement with a customer
exists; (ii) the film is complete and has been delivered or is available for immediate and unconditional delivery;
(iii) the license period of the arrangement has begun and the customer can begin its exploitation, exhibition or
sale; (iv) the arrangement fee is fixed or determinable and (v) collection of the arrangement fee is reasonably
assured. Amounts received from customers prior to the availability date of the product are included in unearned
revenue. Revenue from the theatrical distribution of films is recognized at the later of (i) when films are
exhibited in theaters or (ii) when theatrical revenues are reported to us by third parties, such as third party
distributors. International results are generally reported by our distributor a month in arrears.

Revenue from the sale of home video units is recognized at the later of when product is made available for
retail sale and when video sales to customers are reported to us by third parties, such as fulfillment service
providers or disiributors. International results are generaily reported by our distributor a month in arrears. In
addition, we and our distributor provide for future returns of home video product at the time the products are
sold. We and our distributor calculate an estimate of future returns of product by analyzing a combination of
historical returns, current economic trends, projections of consumer demand for our product and point-of-sale
data availabie from certain retailers. Based on this information, a percentage of each sale is reserved, provided
that the customer has the right of return. Customers are currently given varying rights of return, from 15% up to
100%. However, although we and our distributor allow various rights of return for our customers, we do not
believe that these rights are critical in establishing return estimates, because other factors, such as our historical
experience with similar types of sales, information we receive from retailers and our assessment of the product’s
appeal based on domestic box office success and other research, are more important to the estimation process.
Generally, customer payment terms are within 90 days from the end of the month in which the product was
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shipped. Actual returns are charged against the reserve. Revenue associated with the licensing of home video
product under revenue-sharing agreements is recorded as earned under the terms of the undertying agreements.

Revenue from both free and pay television licensing agreements is recognized at the time the production is
made available for exhibition in those markets.

Revenue from licensing and merchandising is recognized when the associated films have been released and
the criteria for revenue recognition have been met. In most instances, this generally results in the recognition of
revenue in periods when royalties are reported by licensees or cash is received.

For periods prior to October 1, 2004 (the effective date of the DreamWorks Studios Distribution
Agreement), we recognized revenue from our films net of reserves for returns, rebates and other incentives.
Effective October 1, 2004, pursuant to our then-effective distribution and servicing arrangements and continuing
with our new distributor. Paramount, we recognize revenue net of reserves for returns. rebates and other
incentives after our distributor has (i) retained a distribution fee of 8.0% of revenue (without deduction for any
distribution and marketing costs or third-party distribution and fulfillment services fees) and (ii) recovered all of
its distribution and marketing costs with respect to our films on a title-by-title basis. As of October 1, 2004,
DreamWorks Studios began retaining its 8.0% fee for all revenue recognized by it subsequent to the effective
date, regardless of whether the revenue was related to a film released prior to the effective date of the
DreamWorks Studios Distribution Agreement and regardless of whether it had recouped the distribution and
marketing expenses related to that film that it has incurred.

Because a third party is the principal distributor of our films, in accordance with the SOP, the amount of
revenue that we recognize from our films in any given period beginning October 2004 is dependent on the
timing, accuracy and sufficiency of the information we receive from our distributor. Although our distributor has
agreed to provide us with the most current information available to enable us to recognize our share of revenue,
management may make adjustments to that information based on its estimates and judgments. For example,
management may make adjustments to revenue derived from home video units for estimates of return reserves,
rebates and other incentives that may differ from those that the distributor recommends. The estimates of
reserves may be adjusted periodically based on actual rates of returns, inventory levels in the distribution
channel, as well as other business and industry information. Management also reviews expense estimates made
by our distributor and may make adjustments to these estimates that, in its judgment, are appropriate in order to
ensure that net operating revenues are accurately reflected in the financial statements. In addition, as is typical in
the movie industry, our distributor and its sub-distributors may also make subsequent adjustments to the
information that they provide and these adjustments could have a material impact on our operating results in later
periods.

Costs of Revenue

Film Production Costs, We capitalize film production costs in accordance with the provisions of the SOP.
Direct film production costs include costs to develop and produce CG animated films, which primarily consist of
salaries and fringe benefits (including stock compensation) for animators and voice talent, equipment and other
direct operating costs. Production overhead, a component of film costs, includes allocable costs, including
salaries and benefits (including stock compensation), of individuals or departments with exclusive or significant
responsibility for the production of our fitms. In addition to the films being produced, we are also working on the
development of several new film projects. Costs of these projects are capitalized as development film costs in
accordance with the provisions of the SOP and are transferred to film production costs when a film is set for
production. We evaluate each project in development and production on a quarterly basis to determine whether
capitalized costs are in excess of our estimate of fair value. If they are in excess, then we write-off the excess cost
and reflect these in costs of revenue. In addition, after three years, if the project is still in development and has
not been set for production, it is written off and reflected in costs of revenue.
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Amortization. Once a film is released, the amount of film costs relating to that film, contingent
compensation and residual costs, are amortized and included in costs of revenue in the proportion that Current
Revenue bears to the estimated remaining Ultimate Revenue as of the beginning of the current fiscal period
under the individual-film-forecast-computation method in accordance with the provision of the SOP. The amount
of film costs that are amortized each period will therefore depend on the ratio of Current Revenue to Ultimate
Revenue for each film for such period. We make certain estimates and judgments of Ultimate Revenue to be
received for each film based on information received from our distributor and our knowledge of the industry.
Estimates of Uliimate Revenue and anticipated contingent compensation and residual costs are reviewed
periodically and are revised if necessary. A change in any given period to the Ultimate Revenue for an individual
film will result in an increase or decrease to the percentage of amortization of capitalized film costs relative to a
previous period. Unamortized film production costs are evaluated for impairment each reporting period on a
film-by-film basis in accordance with the requirements of the SOP. If estimated remaining revenue is not
sufficient to recover the unamortized film costs for that film, the unamortized film costs will be written down to
fair value determined using a net present value calculation.

In periods following October 1, 2004 (the effective date of the DreamWorks Studios Distribution
Agreement), the amount of revenue that we recognize in the periods immediately following a film’s release has
been substantially less than the amounts that we recognized in similar periods prior to October 1, 2004, due to the
fact that, under our distribution and servicing arrangements, we recognize revenue net of our distributor’s 8.0%
distribution fee and the distribution and marketing costs that our distributor has incurred. Consequently, although
the total amount of production costs that are amortized for any particular film will be the same over the life of the
film, the timing of the amortization has been different than that prior to the effectiveness of the DreamWorks
Studios Distribution Agreement, since amortization is calculated based on the ratio of Current Revenue to
Ultimate Revenue.

Stock-Based Compensation

In December 2004, the FASB issued FAS 123R which establishes standards for transactions in which an
entity exchanges its equity instruments for goods or services. This standard requires a public entity to measure
the cost of employee services received in exchange for an award of equity instruments based on the grant-date
fair value of the award. This eliminated the exception to account for such awards using the intrinsic method
previously allowable under Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to
Employees™ (“APB 25”). In March 2005, the Securities and Exchange Commission (“SEC™) released Staff
Accounting Bulletin (“SAB”) 107, “Share-Based Payment,” which expressed the views of the SEC staff about
the application of FAS 123R. FAS 23R was to be effective for interim or annual reporting periods beginning on
or after June 15, 2005, but in April 2005 the SEC issued a rule that FAS 123R was effective for annual reporting
periods beginning on or after June 13, 2005.

We voluntarily elected to adopt FAS 123R as of January 1, 2005 (See Note 2 and 14 to the accompanying
audited consolidated financial statements contained tn Part II, Item 8 of this Form 10-K). FAS 123R offers
alternative adoption methods. We elected to use the modified prospective transition method and have not restated
prior periods. Under this method, we recognized compensation costs for equity awards to employees based on their
grant-date fair value from January 1, 2005. Measurement and attribution of compensation cost for equity awards
that were granted to employees prior (o, but not vested as of January 1, 2005, were based on the same estimate of
the grant-date fair value and the same attribution method that we used previously for financial statement pro forma
disclosure purposes under the provisions of FAS No. 123, “Accounting for Stock-Based Compensation” (“FAS
123"). For those equity awards to employees granted or settled after January 1, 2005, compensation cost will be
measured and recognized in the financial statements in accordance with the provisions of FAS 123R.

60




Prior to January 1, 2005, we followed the provisions of FAS 123 and provided the required pro forma
disclosures and, as allowed under FAS 123, had been following the intrinsic value method set forth in APB 23
for stock option awards granted to employees at the Separation and the Company’s initial public offering.
Accordingly, compensation expense for stock option awards was generally not recognized in the consolidated
statements of operations, although prior to the Separation Date, we were allocated from DreamWorks Studios the
redemption liability and associated compensation expense for stock appreciation rights granted by DreamWarks
Studios to our employees. The following table reflects pro forma net income and net income per share for the
year ended December 31, 2004 had we elected to adopt the fair-value based methad for the stock option awards
granted to our employees at the Separation and our tnitial public offering (in thousands, except per share data), as
reported in the footnotes to our financial statements for that year. These pro forma amounts may not be
representative of future disclosures since the estimated fair value of the stock option awards are amortized to
expense over the vesting periods, and additional stock option awards may be granted or cancelled in future years.

December 31,
2004

(in thousands}

Net income:
ASTEPOTIED . . o o e ot e et et e e e e e e e e e $333,000
Fair value based compensation cost for stock options granted to employees, net of taxes ... .. (434}
Pro fOIMNA MELAMCOMIE « « o v v v e ee e et e et et e e ettt et eaa e e $332.566

Basic net income per share:

ASTEPOTIEA . . . Lttt ettt et s e e s 409

PLOFOIIII o v v o e e v e e e e e et et e e e e e e ettt et e $ 408
Diluted net income per share:

ASTEPOME . . o\ o ettt e oot e $ 405

ProfOMZ o e v v e e e e e e e e e et e e e e e e e e $ 405

Upon adoption of FAS 123R, as discussed above, we are no longer using the intrinsic value method of
accounting for awards of stock options and stock appreciation rights (which will be settled in stock) granted to
Company employees and we are now recognizing compensation costs for stock option and stock appreciation
right awards granted to our employees based on their grant-date fair value. The fair value of stock option grants
with either service-based or performance-based vesting criteria is estimated on the date of grant using the Black-
Scholes option-pricing model. Some of the primary input assumptions of the Black-Scholes option-pricing model
are volatility, dividend yield, the weighted average expected option term and the risk-free interest rate. As
permitted by and outlined in SAB 107, we apply the simplified method of calculating the weighted average
expected term. The simplified method defines the weighted average expected term as being the average of the
weighted average of the vesting period and contractual term of each stock option granted. The use of the
simplified method is permissible only through December 31, 2007, after which time we will be required to use
another method to determine the weighted average expected term. In addition, in accordance with SAB 107, the
estimated volatility incorporates both historical volatility and the implied volatility of publicly traded options. As
required by FAS 123R, management made an estimate of expected forfeitures and is recognizing compensation
costs only for those equity awards expected to vest. The impact on previously reporied pro forma disclosures
under FAS 123 where forfeitures were recognized as incurred is not material and therefore the Company did not
record an adjustment for a cumulative effect of this accounting change.

For equity awards of stock options to purchase and restricted shares of our common stock which contain
certain performance-based measures, compensation costs are adjusted to reflect the estimated probability of
vesting. For equity awards of stock appreciation rights to purchase and restricted shares of our common stock
which contain a market-based condition {such as vesting based upon stock-price appreciation}. we use a Monte-
Carlo simulation option-pricing model to determine the award’s grant-date fair value. The Monte-Carlo
simulation option-pricing model takes into account the same input assumptions as the Black-Scholes model as
outlined above. however, it also further incorporates into the fair-value determination the possibility that the
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market condition may not be satisfied and impact of the possible differing stock price paths. Compensation costs
related to awards with a market-based condition will be recognized regardless of whether the market condition is
satisfied, provided that the requisite service has been provided.

Estimates of the fair value of stock options are not intended to predict actual future events or the value
ultimately realized by employees who receive stock option awards, and subsequent events are not indicative of
the reasonableness of the original estimates of fair value made by us under FAS 123R. Changes to our underlying
stock price or satisfaction of performance criteria for performance-based awards granted to employees could
significantly affect compensation expense to be recognized in future periods. In addition, future grants of equity
awards will result in additional compensation expense in future periods.

Provision for Income Taxes

Prior to the Separation, DreamWorks Studios paid no federal income taxes as an entity because the
operations of DreamWorks Studios were included in the taxable income of its individual members. The tax
expense, through the Separation Date, principally represents foreign withholding taxes and state franchise taxes.
Effective as of the Separation, we are subject to federal taxation as a corporation and required to file separate tax
returns. We account for income faxes pursuant to SFAS No. 109, “Accounting for Income Taxes” (“FAS 109).
Under the asset and liability method of FAS 109, deferred tax assets and liabilities are recognized for the future
tax consequences attributable to differences between the financial statement carrying amounts of existing assets
and habilities and their respective tax basis and operating loss and tax credit carryforwards. Deferred tax assets
and liabilities are measured using enacted tax rates expected to apply to taxable income in the years in which
those temporary differences are expected to be recovered or settled. Under FAS 109, the effect on deferred tax
assets and liabilities of a change in tax rates or a change in tax status is recognized in income in the period that
includes the enactment date. We record a valuation allowance to reduce our deferred income tax assets to the
amount that is more likely than not to be realized. In evaluating our ability to recover our deferred income tax
assets, we consider all available positive and negative evidence, including our operating results, ongoing prudent
and feasible tax-planning strategies and forecasts of future taxable income.

The Tax Basis Increase is expected to reduce the amount of tax that we may pay in the future to the extent
we generate taxable income in sufficient amounts in the future. We are obligated to remit to our stockholder’s
affiliate 85% of any such cash savings in U.S. Federal income tax and California franchise tax and certain other
related tax benefits, subject to repayment if it is determined that these savings should not have been available to
us. At the time of the Separation, the Tax Basis Increase was $1.61 billion, resulting in a potential tax benefit to
us of approximately $595.0 million that is expected to be realized over 15 years if we generate sufficient taxable
income.

As a result of the Tax Basis Increase, we realized $39.3 million in tax benefits for 2005 and recognized net
deferred tax assets of $47.6 million at December 31, 2005 which represented the tax benefit we expected to
realize in future years. As discussed above, the Company is obligated to remit to the stockholder’s affiliate 85%
of any such cash savings in U.S. Federal income tax and California franchise tax and certain other related tax
benefits. Accordingly, the Company recorded a liability to the stockholder’s affiliate of $73.8 million as of
December 31, 2005, representing 85% of these recognized benefits.

In conjunction with the filing of our 2005 Federal and California state income tax returns, the actual benefit
for 2005 relating to the Tax Basis Increase was finalized resulting in $38.0 million in tax benefits for 2005. We
have also recognized $7.6 million in net tax benefits as of December 31, 2006 based on 2006 estimated taxable
income and evaluating the amount of future tax benefits we believe will be realized from the Tax Basis Increase.
As discussed above, we are obligated to remit to the stockholder’s affiliate 85% of any such cash savings in U.S.
Federal income tax and California Franchise tax and certain other related tax benefits. We also made a $32.4
million cash payment to the stockholder’s affiliate in 2006 related to tax benefits realized from the Tax Basis
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Increase. Accordingly, we recorded a liability to the stockholder’s affiliate of $6.4 million as of December 31,
2006,

Significant judgment is required in evaluating our tax positions and determining our provision for income
taxes. During the ordinary course of business, there are many transactions and calculations for which the ultimate
tax determination is uncertain. We establish reserves for tax-related uncertainties based on estimates of whether,
and to the extent to which, additional taxes and interest and penalties wili be due. These reserves are established
when, despite our belief that our tax return positions are fully supportable, we believe certain positions are likely
to be challenged and may not be sustained on review by tax authorities. We adjust these reserves in light of
changing facts and circumstances, such as the closing of a tax audit. The provision for income taxes includes the
impact of reserve provisions and changes to the reserves that are considered appropriate, as well as the associated
net interest and penalties.

In addition, we are subject to the examination of our tax returns by the IRS and other tax authorities. We
regularly assess the likelihood of adverse outcomes resulting from these examinations to determine the adequacy
of our provision for income taxes. Qur federal income tax return for the period October 27, 2004 through
December 31, 2004 is currently under examination by the IRS and our California state income tax returns for the
period October 27, 2004 through December 31, 2004 and for the year ended December 31, 2005 are currently
under examination by the California Franchise Tax Board. While we believe that we have adequately provided
for our tax liabilities, including the outcome of these examinations, it is possible that the amount paid upon
resolution of issues raised may differ from the amount provided. Differences between the reserves for tax
contingencies and the amounts owed by us are recorded in the period they become known, The ultimate outcome
of these tax contingencies could have a material effect on our financial position, results of operations or cash
flows.

Recent Accounting Pronouncements

It June 2006, the FASB issued Interpretation No. 48, “Accounting for Uncertainty in Income Taxes, an
interpretation of FASB Statement No. 109" (“FIN 48”). FIN 48 sets out the use of a single comprehensive model
to address uncertainty in tax positions and clarifies the accounting for income taxes by establishing the minimum
recognition threshold a tax position is required to meet before being recognized in the financial statements. FIN
48 also provides guidance on the derecognition, measurement, classification, interest and penalties, accounting in
interim periods, disclosure and transition. FIN 48 is effective for us beginning in 2007 with the cumulative effect
of the change in accounting principle, if any, recorded as an adjustment to opening retained earnings. We do not
expect the adoption of FIN 48 to huve a material impact on our financial position or results of operations.

In September 2006, the SEC issued Staff Accounting Bulletin No. 108, “Considering the Effects of Prior
Year Misstatements when Quantifying Misstatements in Current Year Financial Statements™ (“SAB 108”). SAB
108 provides guidance on how to evaluate prior period financial statement misstatements for purposes of
assessing their materiality in the current period. SAB 108 requires that registrants quantify errors using both a
balance sheet and income statement approach and evaluate whether either approach results in a misstatement
amount which is material. Correcting prior year financial statements for immaterial misstatements would not
require amending previously filings; rather such corrections may be made in subsequent filings. The cumulative
effect of initially applying SAB 108, if any, can be recorded as an adjustment to opening retained earnings. SAB
108 does not change the SEC staff’s previous positions regarding qualitative considerations in assessing the
materiality of misstatements, SAB 108 was effective for us beginning in 2006 and there were no adjustments to
opening retained earnings resulting from the application of SAB 108.

In September 2006, the FASB issued Statement No. 157, “Fair Value Measurements” (“FAS 1577). FAS
157 establishes a common definition of fair value to be used when we are required to use a fair value measure for
recognition or disclosure purposes under GAAP. FAS 157 is effective for us beginning in 2008. We are currently
evaluating the impact, if any, the adoption of FAS 157 will have on our consolidated financial statements.
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk
Market and Exchange Rate Risk

interest Rate Risk. Prior to the Separation, we were exposed to the impact of interest rate changes as a
result of our variable rate long-term debt and debt allocated to us by DreamWorks Studios. DreamWorks Studios
used derivative instruments from time to time to manage the related risk. Because DreamWorks Studios aliocated
to us the income and expense associated with these derivative instruments, it resulted in short-term gains or
losses. Following the Separation, we are no longer allocated interest expense or other income and expense
associated with derivative instruments, although we did assume the interest rate swap and loan agreements
associated with our production funding indebtedness, which were either repaid or terminated in June 2005. We
continue to actively monitor fluctuations in interest rates. A hypothetical 1% change in the interest rates
applicable to the financing associated with our Glendale animation campus and the HBO subordinated notes
would approximately result in a $0.7 million and $0.6 million, respectively, increase or decrease in annual
interest expense. We are not subject to significant interest rate risk on our other financing arrangements.

Foreign Currency Risk. We are subject to market risks resulting from fluctuations in foreign currency
exchange rates through our non-U.S. revenue sources and we incur certain distribution and production costs in
foreign currencies. However, there is a natural hedge against foreign currency changes due to the fact that, while
significunt receipts for international territories may be foreign currency denominated, significant distribution
expenses are similarly denominated, mitigating fluctuations to some extent depending on their relative
magnitude. In addition, although we had incurred certain costs in the United Kingdom related to Aardman
Animations. we do not currently incur or have any immediate plans to incur such costs in the future.

Credit Risk. We are exposed to credit risk from our distributor and third parties, including customers,
counterparties and distribution partners. These parties may default on their obligations to us, due to bankruplcy,
lack of liquidity, operational failure or other reasons.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
ON CONSOLIDATED FINANCIAL STATEMENTS

The Stockholders and Board of Directors of DreamWorks Animation SKG, Inc.:

We have audited the accompanying consolidated balance sheets of DreamWorks Animation SKG, Inc. and
subsidiaries (the “Company™) as of December 31, 2006 and 2005, and the related consolidated statements of
operations, stockholders’ equity (deficiency), and cash flows for each of the three years in the period ended
December 31, 2006. These financial statements are the responsibility of the Company’s management. Qur
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstaternent. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of DreamWorks Animation SKG, Inc. and subsidiaries at December 31, 2006 and
2005, and the consolidated results of their operations and their cash flows for each of the three years in the period
ended December 31, 2006, in conformity with U.S. generally accepted accounting principles.

The Company adopted SFAS No. 123(R) Share-Based Payment and began expensing share-based awards as
of January 1, 2005. This matter is more fully described in Note 2.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
{United States), the effectiveness of DreamWorks Animation SKG, Inc.’s internal control over financial
reporting as of December 31, 2006, based on criteria established in Internal Control-Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission and our report dated February 26,
2007 expressed an unqualified opinion thereon.

fs/ ERNST & YOUNG LLP

Los Angeles, California
February 26, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The Stockholders and Board of Directors of DreamWorks Animation SKG, Inc.;

We have audited management’s assessment, included in the accompanying Management’s Report on
Internal Control over Financial Reporting, that DreamWorks Animation SKG, Inc. (the “Company’) maintained
effective internal control over financial reporting as of December 31, 2006, based on criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (the COSO criteria). DreamWorks Animation SKG, Inc.’s management is responsible for
maintaining effective internal control over financial reporting and for its assessment of the effectiveness of
internal control over financial reporting. Our responsibility is to express an opinion on management’s assessment
and an opinion on the effectiveness of the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects, Qur
audit included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the citcumstances. We believe that our audit provides a
reasonable basis for our opinion.

A company's internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal contro) over financial reporting may not prevent or detect
misstatements, Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, management's assessment that DreamWorks Animation SKG, Inc. maintained effective
internal control over financial reporting as of December 31, 2006, is fairly stated, in afl material respects, based
on the COSO criteria. Also, in our opinion, DreamWorks Animation SKG, Inc. maintained, in all material
respects, effective internal control over financial reporting as of December 31, 2006, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
{United States), the consolidated balance sheets of DreamWorks Animation SKG, Inc. and subsidiaries as of
December 31, 2006 and 2005, and the related consolidated statements of operations, stockholders’ equity
(deficiency), and cash flows for each of the three years in the period ended December 31, 2006, and our report
dated February 26, 2007 expressed an unqualified opinion thereon.,

fs/  ERNST & YounG LLP

Los Angeles, California
February 26, 2007




DREAMWORKS ANIMATION SKG, INC.
CONSOLIDATED BALANCE SHEETS

December 31,
2006 2005

(in thousands)
(except par value and share

amounts)
Assets
Cashand cashequivalents ... ... .. .ot it i et § 506,304 $ 403,796
Trade accounts receivable. net of allowance for doubtful accounts . ............... 1,208 10,186
Receivable from affiliate, net of allewance for doubtful accounts ... ... .......... — 97,991
Receivable from Paramount, net of reserve for returns and allowance for doubtful
T oL 1111 LT O PP 122,403 —
Receivables fromemployees .. ... ... .. .. . e 862 1,082
Film Costs, Det oo e 502,440 535,886
Property. plant, and equipment, net of accumulated depreciation and amortization . . . 83,410 85,293
Deferred costs, net of amortization of $2,957 and $2.173, respectively . ... ......... 2,221 3,005
Income taxes receivable ... . — 35,851
Deferred taXes, MEL . . ... e e 3,590 80,175
GoodWill ... 34,216 34,216
Prepaid expenses and other assets .. ... ... i i e 23,809 25,695
TP T O $1,280,460 $1,313,176
Liabilities and Stockholders’ Equity
Liabilities
Accounts payable ... ... e $ 5021 § 7201
Payable to affiliate . . .. ... ... .. .. — 2,667
Payable to stockholder ... ... ... . ... e 6,436 73,789
Accrued liabilities ... . . 52,516 55,014
Income taxes payable .. ... ... . e e e 3,173 —
Other advances and unearmned revVENUE . .. ... .ttt i 57,164 30,863
Obligations under capital leases . ........... . i, 1,335 2,264
Universal Studios advance .. ... . i e — 75,000
Bank borrowings and otherdebt ...... ... ... ... .. ... oL 118,615 117,267
Total Habilities L. .. e 244,260 364,065
Commitments and contingencies
Non-contrelling minority interest .. ... ... . e 2,941 2,941

Stockholders’ equity
Class A common stock, par value $.01 per share, 350,000,000 shares autherized,
88,205,082 and 52,556,483 shares issued, as of December 31, 2006 and 2005,
TESPECkIVElY e 882 526
Class B common stock, par value $.01 per share, 150,000,000 shares authorized,
15,677,462 and 50,842,414 shares issued and outstanding, as of December 31,

2006 and 2005, respectively ... ... e 157 508
Class C common stock, par value $.01 per share, one share authorized and issued
and outStanding . ... .. e — —
Additional paid-incapital . ... .. .. .. e 757,509 ©83,857
Retained earnings . ... .. ... . . e 286,525 269,905
Less: Class A Treasury common stock, at cost, 391,139 and 256,805 shares, as
of December 31, 2006 and 2005, respectively ....... ... ... ... ... ...... (11,805 (8,626)
Total stockholders” equity . .. .. ... . . 1,033,268 946,170
Total liabilities and stockholders’ equity .......... ... . ... . ... . . $1,280,469 $1,313,176

See accompanying notes.
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DREAMWORKS ANIMATION SKG, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

Years Ended December 31,
2006 2005 2004

(in thousands)
(except per share amounts}

Operating revenUe .. .......... . i e $394,842 $462316 $1,078,160
Costs of revenue ... ... . 317,130 270,989 566,209
Gross Profil ... e 77712 191,327 511,951
Selling. general and administrative expenses ................c......... 78,830 76,452 73,196
Operating income (10S8) . ... ... . . e (1,118 114,875 438,755
Interest income (EXPEnse), Net. ... ...ttt it 24,329 7.850 (15,814)
Other income, net . ... .. ... i e e e 5,926 4,065 385
Decrease (increase) in income tax benefit payable to stockholder . .... .. .. 35000 (14713 —
Income before INCoOmMe 1aXes . . ... u v e et 64,227 112,077 423,326
Provision for income taxes . ....... ... ... . (49,102) (7.492) (90,326)
N NGO .. ..ot e et i e e e $ 15,125 $104,585 $ 333,000
Basic net income pershare ....... ... . i $ 015 $ 101 S 4.09
Diluted netincome pershare . . ... ..oo.orini i $ 015 § 101 5 4.05
Shares used in computing net income per share

BasiC .. e e e 103,309 103,107 81,432

Diluted ... 103,612 104,062 82,151

See accompanying notes.
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DREAMWORKS ANIMATION SKG, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Operating activities
NELINCOMIE . ot i it et ettt
Adjustments to reconcile net income to net cash provided by
(used in) operating activities:
Amontization and write off of fiimecosts ........... ... ool
Stock cOMPpensation eXPense . . ... ..ot e
Depreciation and amortization ..., ........ ... ... .. . L.
Revenue earned against advances and unearned revenue ..............
Deferredtaxes, met. ... ... . i
Change in operating assets and liabilities:
Trade accountsreceivable . .. ....... ... ... ... ... .
Receivables fromemployees ... .......... .. ... . ...
Receivable from/Payable to Distributor for Distribution and Services
AZIEEMENTS L L. i ittt it i i i i e
Film COSIS .o i i i e
Prepaid expenses and otherassets .. ...... ... o
Payable tostockholder ........ . ... .o il
Accounts payable and accrued expenses ... ... ... i
Income taxes receivable/payable.net ............... . ... ... ..
Advances and unearned FEVENUE . .. ... v v iu i it

Net cash provided by (used in) operating activities ......................

Investing activities

Purchases of property, plant, and equipment ................ ... ... ...
Purchase of short-term investments ... ... ... .. i,
Sale of short-term INVESIMENLS . ... ..ttt it et nn e

Net cash used in investing aCtivilies ... ... ittt niaeennns

Financing Activities

Net transfers to DreamWorks Studios . ... ... o oL
Increase in debt allocated from DreamWorks Studios .......... .. ... ..
Payments on subordinated note . . ... o oo oo
Proceeds from initial publicoffering . ... ... ... ... ... . oL
Bank borrowings and otherdebt . ... ... . ... ..o oL
Payments on bank borrowings and allocateddebt .......................
Paymentsoncapital leases . ........ ... .. ... ..o
Deferred debt costs ... oo i e
Receipts from exercise of stock options ......... .o oo
Excess tax benefits from employee equity awards ............. ... .. .....
Purchase of treasury stocK . .. ..o oo e
Universal Studios advance and HBOdebt ... ... ..ol
Paramount signing bonus deemed a contribution {rom controlling steckholders
Repayment of Universal Studios advance . .. ...

Net cash provided by (used in) financing activities ......................

Increase in cash and cashequivalents .. ... ... ... ... .o i
Cash and cash equivalents at beginning of peried .......................

Cash and cash equivalents atendof period . .. ......... .. .. ... . L.

See accompanying notes.
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December 31,

2006 2005 2004
(in thousands)
$ 15125 §$ 104585 $ 333.000
311410 262.691 312.694
24.031 17,732 21,533
7,532 7,789 6,664
47.921) (39.266) (51.423)
76,585 12,120 (93,343)
8,978 4497 117,646
220 552 846
(27,079} 289457 (384.230)
281,924y (278,362} (405.157)
1,886 (13.814) (11,714)
(67.353) 3,146 70,643
(4.920) (7.736) 5,516
11.767 (29.441) (6.569)
80.224 37.904 40,242
108.561 371,854 (43.652)
(3,523) (5,114) (1,084)
— (21.800) —
— 21,800 —
(3,523) (5,114) (1.084)
— — (230,009)
— — 29,712
— — (30,000)
— — 635,525
— 4,597 16,622
— (27,772)  (426,378)
(929) (729 (739)
— — (2,700)
892 3,450 3,053
686 2571 —
(3.17%) (8.195) (431)
— — 113,174
75,000 — —
{75,000) — —
(2.530) (26,078) 107,829
102.508 340,662 63,093
403,796 63,134 411
$ 506,304 $403,796 § 63.134




DREAMWORKS ANIMATION SKG, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Description of Business

The businesses and activities of the DreamWorks Animation SKG, Inc. (“DreamWorks Animation” or the
“Company™) include the development, production and exploitation of animated films and characters in the
worldwide theatrical, home entertainment, television, merchandising and licensing and other markets.
DreamWorks Animation has been developing and producing animated films as a division of DreamWorks L.L.C.
(“DreamWorks Studios” or “DW LLC™) since its formation in 1994, On October 27, 2004 (“Separation
Date”), the Company was spun off from DreamWorks Studios. As a result of the separation from DreamWorks
Studios (the “Separation™), the assets and liabilities that comprised the animation business of DreamWorks
Studios were transferred to DreamWorks Animation SKG, Inc., the entity through which the Company now
conducts its business (see Note 2 and 9). In connection with the Separation, DreamWorks Studios contributed to
the Company its interests in Pacific Data Images, Inc. (“PDI”) and its subsidiary, Pacific Data Images LLC
(“PDI LLC”) and, as a result, PDI became a wholly owned subsidiary of the Company and PDI LLC became a
wholly owned subsidiary of PDI (see Note 2). Immediately after the Separation, the Company sold shares to the
public as a part of an initial public offering that closed November 2, 2004.

For the period beginning October 1, 2004 through Janvary 31, 2006, the Company was pariy to a
distribution agreement with DreamWorks Studios (the “DreamWorks Studios Distribution Agreement”) (see
Note 2 and 9). On January 31, 2006, DreamWorks Studios was acquired (the “Acquisition™) by Viacom Inc. and
certain of its affiliates (collectively, “Viacom™). As result of the Acquisition, the Company terminated the
DreamWorks Studios Distribution Agreement, and concurrently entered into a distribution agreement and a
fulfillment services agreement (the “Paramount Agreements”) with Paramount Pictures Corporation, a
subsidiary of Viacom, and its affiliates {(including DreamWorks Studios) {collectively, “Paramount”}, which
became effective upon the closing of the Acquisition (see Note 10). At the time of the Separation and through the
Acquisition, DreamWorks Studios and DreamWorks Animation were effectively under commaon ownership and
control.

In addition, in connection with the Separation, certain members of DreamWorks Studios formed DWA
Escrow LLLP, a Delaware limited liability limited partnership (“Holdco™). Pursuant to the Formation
Agreement, dated as of October 27, 2004 (the “Formation Agreement”), such members of DreamWorks Studios
agreed to contribute a portion of our common stock they received in the Separation from DreamWorks Studios 10
Holdco in exchange for partnership interests in Holdco. Holdco's initial partners were M&J K Dream Limited
Partnership (“M&J K Dream”), M&J K B Limited Partnership (“M&J K B”), DG-DW, L.P. (“DG-DW”), DW
Investment I, Inc. (“DWI II”’), DW Lips, L.P. (“DW Lips”), Lee Entertainment L.L.C. (*Lee Entertainment”)
and Vivendi Universal Entertainment LLLP (“VUE"), M&J K Dream, M&J K B, DG-DW, DWI1 II, DW Lips
and Lee are herein collectively referred to as the “Holdco Partners.” On January 31, 2006, in connection with
the closing of Viacom’s acquisition of DreamWorks Studios, (i) VUE withdrew as a limited partner of Holdco
and its limited partnership interest was liquidated and (ii) Viacom and certain of its affiliates entered into a
Subscription Agreement and Amendment of Limited Liability Limited Partnership Agreement (the
“Subscription Agreement™) with the Company, Holdco, DreamWorks Studios and each of the Holdco Partners.
Under the Subscription Agreement, Viacom (i) purchased a limited partnership interest in Holdco, (ii) became a
party to the Limited Liability Limited Partnership Agreement of Holdco, dated as of October 27, 2004 (the
“Holdco Agreement”), and (iii) received such rights as previously held by VUE under the Formation
Agreement, Holdco Agreement and the Registration Rights Agreement dated as of October 27, 2004 among the
Company, the Holdco Partners and other parties thereto {the “Registration Rights Agreement”). In addition,
pursuant to the Subscription Agreement, DW LLC, Viacom and certain of its affiliates agreed to be bound by
certain provisions contained in the Formation Agreement that restrict the ability of DW LLC, Viacom and each
of the Holdco Partners to dispose of, and to purchase, any shares of the Company’s Class A, Class B or Class C
common stock.
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In October 2006, DWT1 I1, an affiliate of Paul Allen, exercised its tight to trigger a secondary public offering
of the Company’s Class A common stock through the exercise by Holdco of certain demand registration rights
granted to Holdco at the time of the Separation. On November 20, 2006, approximately 11.6 million shares of the
Company’s Class A common stock were sold in a secondary public offering. The Company did not receive any
proceeds from this secondary offering nor did the number of shares outstanding change. Please see Note 14 for
further discussion of this secondary public offering,

2. Summary of Significant Accounting Policies

The accounting for motion picture films is governed by Statement of Position 00-2, “Accounting by
Producers or Distributors of Films”, issued by the Accounting Standards Executive Commitiee of the American
institute of Certified Public Accountants (the “SOP”). In accordance with the SOP, the Company presents an
unclassified balance sheet.

Principles of Consolidation

The consolidated financial statements of DreamWorks Animation present the stand-alone financial position,
results of operations, and cash flows of the animation businesses and activities of DreamWorks Studios and its
consolidated subsidiaries on a combined basis up through the Separation Date, and the consolidated financial
position, results of operations and cash flows of DreamWorks Animation SKG, Inc. thereafter. The consolidated
financial statements of the Company prior to the Separation Date reflect all adjustments, including allocations of
costs incurred by DreamWorks Studios, necessary for a fair presentation of the operations of the Company. After
the Separation Date, the consolidated financial statements of the Company include the accounts of the Company
and its wholly owned subsidiaries. All significant intercompany accounts and transactions have been eliminated.

Reclassifications

Certain reclassifications have been made in the 2004 and 2005 financial statement fooinotes to conform
with the 2006 presentation.

Use of Estimates

The preparation of financial statements in conformity with United States generally accepted accounting
principles (“GAAP”) requires management to make estimates and assumptions that affect the amounts reported
in the financial statements and accompanying notes, including estimates of ultimate revenues and ultimate costs
of film and television product, estimates of product sales that will be returned and the amount of receivables that
ultimately will be collected, the potential outcome of future tax consequences of events that have been
recognized in the Company’s financial statements, loss contingencies, and estimates used in the determination of
the fair value of stock options and other equity awards for stock-based compensation. Actual results could differ
from those estimates. To the extent that there are material differences between these estimates and actual results,
the Company’s financial condition or results of operations will be affected. Estimates are based on past
experience and other assumptions that management believes are reasonable under the circumstances, and
management evaluates these estimates on an ongoing basis,

Cash and Cash Equivalents and Concentration of Credit Risk

Cash and cash equivalents consist of cash on deposit and high-quality money market investments,
principally commercial paper and commercial paper mutual funds, with maturities of three months or less when
purchased.
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Financial instruments that potentially subject the Company to concentrations of credit risk consist primarily
of cash and cash equivalents and accounts receivable. The Company limits its exposure to credit loss by placing
its cash and cash equivalents in liquid investments with high-quality financial institutions. For the years ended
December 31, 2006 and 2005, and for the period from the Separation Date through December 31, 2004, the
Company recorded interest income of $25.2 million, $12.1 million and $0.4 million, respectively, from these
investments.

Effective as of the Separation Date and pursuant to our distribution and servicing arrangements, significant
accounts receivable may be due from our distributor from time to time. As of December 31, 2006, $122.4 million
was due from our current distributor, Paramount (see Note 10). As of December 31, 2005, $98.0 million was due
from DreamWorks Studios, the Company’s then-current distributor (see Note 9). Accounts receivable resulting
from revenues earned in other markets are derived from sales to customers located principally in North America,
Europe and Asia. The Company and its distributor perform ongoing credit evaluations of their customers and
generally do not require collateral.

Financial Instruments

The fair vatue of cash and cash equivalents, accounts receivable, accounts payable, advances and bank
borrowings and other debt approximates carrying value due to the short-term maturity of such instruments and
floating interest rates.

The fair value of interest rate swap and foreign exchange agreements is the estimated amount the Company
would receive or pay to terminate the agreements, taking into account current interest or exchange rates and the
current creditworthiness of the counterparties. DreamWorks Studios entered into interest rate swap agreements to
serve as a hedge against interest rate fluctuations associated with the Company’s payment obligations under its
real estate lease agreement (see Note 6). Accordingly, prior to the Separation Date, DreamWorks Studios had
attributed interest rate swap agreements with a notional amount of $73.0 million to the Company. These interest
rate swap agreements did not qualify for special hedge accounting and, as a result, changes in the fair vaiue of
such interest rate swap agreements have been reflected in Other Income, net in the consolidated statements of
operations. Upon the Separation, such interest rate swap agreements were retained by DreamWorks Studios. The
impact of including these agreements in the prior periods was to increase net income and owner’s equity by $1.3
million for the pericd from January 1, 2004 through the Separation Date.

DreamWorks Animation entered into loan agreements with two banks for financing of the production of a
film (see Note 6). In connection with these agreements, the Company entered into foreign currency exchange
transactions to limit the Company’s foreign exchange rate and interest rate exposure associated with its purchase
of British Pounds to finance the film. These agreements did not qualify for special hedge accounting and, as a
result, the fair value of such foreign currency exchange transactions, which represented an unrealized gain of
$2.6 million at December 31, 2004, has been included in Other Income, net in the consolidated statements of
operations. On June 15, 2005, the loan agreements were repaid in full. The Company recorded a loss of
approximately $1.0 million in Other Income, net, which represented the change in fair value of the foreign
currency exchange transactions for the year ended December 31, 2005.

The accompanying consolidated financial statements also reflect the allocations of DreamWorks Studios’
indebtedness and the effects of DreamWorks Studios’ interest rate swap agreements prior to the Separation Date
as described in Note 6.

Film costs

The Company capitalizes direct film production costs in accordance with the SOP. Production overhead, a
component of film costs, includes allocable costs of individuals or departments with exclusive or significant
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responsibility for the production of films. Substantially all of the Company’s resources are dedicated to the
production of its films. Capitalized production overhead does not include selling, general and administrative
expenses. Interest expense on funds invested in production is capitalized into film costs until production is
completed. In addition to films being produced, the Company capitalizes into film costs for projects in
development in accordance with the SOP. In the event a film is not set for production within three years from the
time of the first capitalized transaction, all such costs are generally expensed.

Revenue

The following are the conditions that must be met in order 10 recognize revenue in accordance with the
SOP: (i} persuasive evidence of a sale or licensing arrangement with a customer exists; (ii) the film is complete
and has been delivered or is available for immediate and unconditional delivery; (iii) the license period of the
arrangement has begun and the customer can begin its exploitation, exhibition or sale; (iv) the arrangement fee is
fixed or determinable and (v) collection of the arrangement fee is reasonably assured. Amounts received from
customers prior to the availability date of the product are included in unearned revenue. Revenue from the
theatrical distribution of films is recognized at the later of (i) when films are exhibited in theatres or (ii) when
theatrical revenues are reported to us by third parties, such as third party distributors. International results are
generally reported by our distributor a month in arrears.

Revenue from the sale of home video units is recognized at the later of when product is made available for
retail sale and when video sales to customers are reported by third parties, such as fulfillment service providers or
distributors. International results are generally reported by our distributor a month in arrears. The Company's
distributor and the Company provide for future returns of home entertainment product at the time the products
are sold. Management calculates an estimate of future returns of product by analyzing a combination of historical
returns, current economic trends, projections of consumer demand for the Company’s preduct and point-of-sale
data available from certain retailers. Based on this information, a percentage of each sale is reserved, provided
that the customer has the right of return. Customers are currently given varying rights of return, from 15% up to
100%. However, although the Company’s distributor and the Company allow various rights of return for
customers, management does not believe that these rights are critical in establishing return estimates, because
other factors, such as historical experience with similar types of sales, information received from retailers and
management’s assessment of the product’s appeal based on domestic box office success and other research, are
more important to the estimation process. Generally, customer payment terms are within 90 days from the end of
the month in which the product was shipped. Actual returns are charged against the reserve. Revenue associated
with the licensing of home entertainment product under revenue-sharing agreements is recorded as earned under
the terms of the underlying agreements.

Revenue from both free and pay television licensing agreements is recognized at the later of the time the
production is made available for exhibition in those markets or it is reported by the Company’s distributor.

Revenue from licensing and merchandising is recognized when the associated films have been released and
the criteria for revenue recognition have been met. In most instances, this generally results in the recognition of
revenue in periods when royalties are reported by licensees or cash is received.

Long-term non-interest-bearing receivables arising from television licensing agreements are discounted to
present value in amounts due from our distributor in accordance with Accounting Principles Board (“APB™)
Opinion No. 21 “Interest on Receivables and Payables.”

For periods prior to October 1, 2004 (the effective date of the DreamWorks Studios Distribution
Agreement), the Company, as a division of DreamWorks Studios, recognized revenue from films net of reserves
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for returns, rebates and other incentives. Effective October 1, 2004 pursuant to the then effective DreamWorks
Studios Distribution Agreement and continuing with the Paramount Agreements, the Company recognizes
revenues net of reserves for returns, rebates and other incentives after its distributor has (i) retained a distribution
fee of 8.0% of revenue (without deduction of any distribution and marketing costs or third-party distribution and
fulfillment services fees) and (ii) recovered all of its distribution and marketing costs with respect to the
Company’s films on a title by title basis. As of October 1, 2004, DreamWorks Studios began retaining its 8.0%
fee for all revenue recognized by it subsequent to the effective date of the DreamWorks Distribution Agreement,
regardless of whether the revenue related to a film released prior to the effective date of the DreamWorks Studios
Distribution Agreement and regardless of whether it had recouped the distribution and marketing expenses
related to that film that it had incurred.

Because a third party has served as principal distributor of the Company’s films since October 1, 2004, in
accordance with the SOP, the amount of revenue that the Company recognizes from films in any given period
following October 1, 2004, depends on the timing, accuracy and sufficiency of the information received from the
Company’s distributor. Although the Company’s distributors have agreed to provide the Company with the most
current information available to enable the Company to recognize its share of revenue, management may make
adjustments to that information based on its estimates and judgments. For example, management may make
adjustments to revenue derived from home video units for estimates of return reserves, rebates and other
incentives that may differ from those that the distributor recommends. The estimates of reserves may be adjusted
periodically based on actual rates of returns, inventory levels in the distribution channel, as well as other business
and industry information. Company management also reviews expense estimates made by its distributor and may
make adjustments to these estimates that, in its judgment, are appropriate in order to ensure that net operating
revenues are accurately reflected in the financial statements. In addition, as is typical in the motion picture
industry, the Company’s distributor and its sub-distributors may also make subsequent adjustments to the
information that they provide and these adjustments could have a material impact on the Company’s operating
results in later periods.

Costs

Film costs are amortized and contingent compensation and residuals are accrued on an individual film basis in
the proportion that current revenues bear to total remaining estimated lifetime revenues at the beginning of the
current fiscal period as required by the SOP,

Prior to October 1, 2004 (the effective date of the DreamWorks Studios Distribution Agreement),
distribution and marketing costs, including advertising and marketing, were expensed as incurred. Theatrical
print costs were expensed upon release of the film. Home entertainment manufacturing costs were charged to
costs of revenue at the time home entertainment revenues were recognized. During the year ended December 31,
2004, the Company included $228.5 million of distribution and marketing costs in costs of revenue.

Following October 1, 2004, the Company generally no longer incurs distribution and fulfillment services
fees in the markets covered by its distribution and servicing arrangements, including distribution and marketing
costs, print costs, and home entertainment manufacturing costs because, under the terms of its distribution and
servicing arrangements, the Company’s distributor recovers these costs from the gross revenues eamed. Direct
costs for sales commissions to third parties for the licensing and merchandising of film characters is recorded in
costs of revenue and is expensed when incurred.

Stock-Based Compensation

In December 2004, the Financial Accounting Standard Board (“*FASB”) issued Statement of Financial
Accounting Standards (“FAS™) No. 123 (revised 2004}, “Share-Based Payment” (“FAS 123R"), which revised
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FAS No. 123, “Accounting for Stock- Based Compensation” (“FAS 123”) and superseded APB No. 25,
“Accounting for Stock Issued to Employees™ (“APB 25”). FAS 123R establishes standards for transactions in
which an entity exchanges its equity instruments for goods or services. This standard requires a public entity to
measure the cost of employee services received in exchange for an award of equity instruments based on the
grant-date fair value of the award. This eliminated the exception to account for such awards using the intrinsic
method previously allowable under APB 25. In March 2005, the Securities and Exchange Commission (“SEC")
released Staff Accounting Bulletin (“SAB™) 107, “Share-Based Payment”, which expressed the views of the SEC
staff about the application of FAS 123R. The Company elected to adopt FAS 123R as of January 1, 2005. FAS
123R offers alternative adoption methods. The Company elected to use the modified prospective transition
method and has not restated prior pertods. Under this method, the Company has recognized compensation costs
for equity awards to employees based on their grant-date fair value from January 1, 2005. Measurement and
attribution of compensation cost for equity awards that were granted to employees prior to, but not vested as of
January 1, 2005, were based on the same estimate of the grant-date fair value and the same attribution method
that were used previously for financial statement pro forma disclosure purposes under the provisions of FAS 123,
For those equity awards to employees granted or settled after January 1, 2005, compensation cost is measured
and recognized in the financial statements in accordance with the provisions of FAS 123R (see Note 14).

Prior to January 1, 2005, the Company followed the provisions of FAS 123 and provided the required pro
forma disclosures and, as allowed under FAS 123, had been following the intrinsic vaiue method set forth in
APB 25 for stock option awards granted to employees at the Separation and the Company’s initial public
offering. Accordingly, compensation expense for stock option awards was generally not recognized in the
consolidated statements of operations, although prior to the Separation Date, the Company was allocated from
DreamWorks Studios the redemption liability and associated compensation expense for stock appreciation rights
granted by DreamWorks Studios to Company employees.

The following table reflects pro forma net income and net income per share for the year ended
December 31, 2004 had the Company elected to adopt the fair-value based method for the stock option awards
granted to its employees at the Separation and its initial public offering (in thousands, except per share data), as
reported in the Company’s financial statements for that year. These pro forma amounts may not be representative
of future disclosures since the estimated fair value of the stock option awards are amortized to expense over the
vesting periods, and additional stock option awards may be granted or cancelled in future years.

December 31,
2004
Net income:
Asreported ... .. $333,000
Fair value based compensation cost for stock options granted to employees, net of taxes .. ... {434)
Proformanetincome .. ... .. .. . ... .. . e $332,566
Basic net income per share:
AS TEPOTIEd . . ot e e e e e e $ 409
Proforma ... e e $ 4.08
Diluted net income per share:
ASTEPONtEd . $ 405
o T $ 405

Estimates of the fair value of stock options are not intended to predict actual future events or the value
ultimately realized by employees who receive stock option awards, and subsequent events are not indicative of
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the reasonableness of the original estimates of fair value made by us under FAS 123R. Changes to the
Company’s underlying stock price or satisfaction of performance criteria for performance-based awards granted
to employees could significantly affect compensation expense to be recognized in future periods. In addition,
future grants of equity awards will result in additional compensation expense in future periods.

Property, Plant and Equipment

Property, plant and equipment are stated at the lower of cost or fair value. Depreciation of property, plant
and equipment is calculated using the straight-line method over estimated useful lives assigned to each major
asset category as shown below:

Asset Category Estimated Useful Life
Buildings .......oorniii e 40 years
Building Improvements . .........ooeemiiitniriinrei - 5-10 years
Furnitare, Fixturesand Other .. ... ... ... .. . . i 4-10 years
Software and Computer Equipment . ...... ... ... ... 0. .. 2 years

Leasehold improvements are amortized using the straight-line method over the life of the asset, not to
exceed the length of the lease. Amortization of assets acquired under capital leases is included in depreciation
expense. Repairs and maintenance costs are expensed as incurred.

In addition, in accordance with FASB Interpretation 46, “Consolidation of Variable Interest Entities”
(“FIN 46™) as later revised by Interpretation 46(R), “Consolidation of Variable Interest Entities (revised
December 2003),” the Company consolidates the special-purpose entity that acquired its Glendale animation
campus in March 2002 (see Note 6) because the Company is subject to a majority of the risk of loss from this
special-purpose entity’s activities. Accordingly, $65.5 million of property, plant and equipment, net of $7.5
million of accumulated depreciation, which represents the lower of the cost or fair value of the Glendale
animation campus, and $70.1 million of debt and a $2.9 million non-controlling minority interest, respectively,
are included in the accompanying consolidated balance sheets as of December 31, 2006 and 2005. Depreciation
expense associated with the Glendale animation campus is recorded in accordance with the depreciation policies
outlined above and financing costs associated with the special-purpose entity are recorded as interest expense.

Provision for Income Taxes

Prior to the Separation, DreamWorks Studios paid no Federal income taxes as an entity because the
operations of DreamWorks Studios were included in the taxable income of its individual members. The tax
expense, through the Separation Date, principally represents foreign withholding taxes and state franchise taxes.
Effective as of the Separation, the Company is subject to Federal taxation as a corporation and is required to file
separate tax returns. The Company accounts for income taxes pursuant to FAS No. 109, “Accounting for Income
Taxes” (“FAS 109”). Under the asset and liability method of FAS 109, deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial statement carrying
amounts of existing assets and liabilities and their respective tax basis and operating loss and tax credit
carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to
taxable income in the years in which those temporary differences are expected to be recovered or settled. Under
FAS 109, the effect on deferred tax assets and liabilities of a change in tax rates or change in tax status is
recognized in income in the period that inciudes the enactment date. The Company records a valuation allowance
to reduce its deferred income tax assets to the amount that is more likely than not to be realized. In evaluating the
Company’s ability to recover its deferred tax assets, the Company considers all available positive and negative
evidence, including its operating results, ongoing prudent and feasible tax-planning strategies and forecasts of
future taxable income.
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At the time of the Separation, affiliates controlled by a stockholder entered into a series of transactions that
resulted in a partial increase in the tax basis of the Company’s tangible and intangible assets (“Tax Basis
Increase”). This Tax Basis Increase is expected to reduce the amount of tax that the Company may pay in the
future to the extent the Company generates sufficient future taxable income. The Company is obligated to remit
to the stockholder’s affiliate 85% of any such cash savings in U.S. Federal income tax and California franchise
tax and certain other related tax benefits, subject to repayment if it is determined that these savings should not
have been available to the Company. In accordance with Emerging Issues Task Force Issue No. 94-10
“Accounting by a Company for the Income Tax Effects of Transactions Among or with its Shareholders under
FASB Statement 109” (“EITF 94-107), the tax effects of transactions with shareholders that result in changes in
the tax basis of a company’s assets and liabilities should be recognized in equity. If transactions with
shareholders result in the recognition of deferred tax assets from changes in the company’s tax basis of assets and
liabilities, the valuation allowance initially required upon recognition of these deferred assets should be recorded
in equity. Realized tax benefits created by such transactions with shareholders in subsequent periods should be
included in a company’s income statement,

Significant judgment is required in evaluating the Company’s tax positions and determining the Company’s
provision for income taxes. During the ordinary course of business, there are many transactions and calculations
for which the ultimate tax determination is uncertain. The Company establishes reserves for tax-related
uncertainties based on estimates of whether, and to the extent to which, additional taxes and interest and penalties
will be due. These reserves are established when, despite management’s belief that the Company’s tax return
positions are fully supportable, 1t believes certain positions are likely to be challenged and may not be sustained
on review by tax authorities. The Company adjusts these reserves in light of changing facts and circumstances,
such as the closing of a tax audit. The provision for income taxes includes the impact of reserve provisions and
changes to the reserves that are considered appropriate, as well as the associated net interest and penalties.

Impairment of Long-Lived Assets

In accordance with FAS No. 144 “Accounting for the Impairment or Disposal of Long-Lived Assets”, the
Company records impairment losses on long-lived assets used in operations when indicators of impairment are
present and the undiscounted cash flows estimated to be generated by those assets are less than the assets’
carrying amount. In such cases, the amount of the impairment is determined based on the relative fair values of
the impaired assets. The Company has not identified any such impairment indicators or recorded any impairment
losses.

Goodwill

In connection with the Separation, DreamWorks Studios contributed to the Company its interests in PDI and
its subsidiary, PDI LLC. Prior to the contribution, PDI was an approximately 90%-owned subsidiary of
DreamWorks Studios. PDI's sole asset was its 60% ownership interest in PDI LLC. The remaining 40% interest
in PDI LLC was owned directly by DreamWorks Studios. As part of the contribution, DreamWorks Studios
contributed its 40% interest in PDI LLC to the Company in exchange for shares of Class A common stock of the
Company. Both DreamWorks Studios and the minority stockholders of PDI received shares of the Company’s
Class A common stock in exchange for their PDI interests and, as a result, PDI became a wholly owned
subsidiary of the Company and PDI LLC became a wholly owned subsidiary of PDI. The acquisition of the
approximately 10% minority interest in PDI was accounted for as a purchase of minority interest.

The Company has goodwill of approximately $36.9 million as of December 31, 2006 and 2005, less
accumulated amortization of $2.7 million, related to DreamWorks Studios’ initial acquisition of a majority
interest in PDI and the subsequent acquisition of the remaining minority interest in 2004, In 2006 and 2005, the
Company performed its annual assessment of goodwill and determined that there was no impairment.
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Deferred Costs

Costs associated with negotiating the Company’s Glendale campus facility borrowings and revolving credit
facility, which consist principally of legal costs and bank fees, are deferred and amortized to interest expense
using the straight-line method over the lives of the arrangements, which approximates the effective interest
method.

Comprehensive Income

Comprehensive income consists of two components, net income and other comprehensive income. Other
comprehensive income refers to revenue, expenses, gains and losses that under generally accepted accounting
principles are recorded as an element of stockholders™ equity but are excluded from net income. For the years
ended December 31, 2006, 2005 and 2004, respectively the Company had no items that were classified as other
comprehensive income.

Recent Accounting Pronouncements

In June 2006, the FASB issued Interpretation No. 48, “Accounting for Uncertainty in Income Taxes, an
interpretation of FASB Statement No. 109” (“FIN 487). FIN 48 sets out the use of a single comprehensive model
to address uncertainty in tax positions and clarifies the accounting for income taxes by establishing the minimum
recognition threshold a tax position is required to meet before being recognized in the financial statements. FIN
48 also provides guidance on the derecognition, measurement, classification, interest and penalties, accounting in
interim periods, disclosure and transition. FIN 48 is effective for the Company beginning in 2007 with the
cumulative effect of the change in accounting principle, if any, recorded as an adjustment to opening retained
earnings. The Company does not expect the adoption of FIN 48 to have a material impact on its financial position
and results of operations.

In September 2006, the SEC issued Staff Accounting Bulletin No. 108, “Considering the Effects of Prior
Year Misstatements when Quantifying Misstatements in Current Year Financial Statements” (“SAB 108”). SAB
108 provides guidance on how to evaluate prior period financial statement misstatements for purposes of
assessing their materiality in the current period. SAB 108 requires that registrants quantify errors using both a
balance sheet and income statement approach and evaluate whether either approach resulis in a misstatement
amount which is material. Correcting prior year financial statements for immaterial misstatements would not
require amending previous filings; rather such corrections may be made in subsequent filings. The cumulative
effect of initially applying SAB 108, if any, can be recorded as an adjustment to opening retained earnings. SAB
108 does not change the SEC staff’s previous positions regarding qualitative considerations in assessing the
materiality of misstatements. SAB 108 was effective for the Company beginning in 2006 and there were no
adjustments to opening retained earnings resulting from the application of SAB 108.

In September 2006, the FASB issued FAS No. 157, “Fair Value Measurements™ (“FAS 1577). FAS 157
establishes a common definition of fair value to be used when the Company is required to use a fair value
measure for recognition or disclosure purposes under GAAP. FAS 157 is effective for the Company beginning in
2008. The Company is currently evaluating the impact the adoption of FAS 157 will have, if any, on its
consolidated financial statements.

3. Supplemental Cash Flow Information

Cash refunded for taxes for the year ended December 31, 2006 was $39.9 million (net of $1.0 million of
state and foreign taxes paid) and cash paid for taxes for the years ended December 31, 2005 and 2004 was $28.2
million and $107.3 million, respectively. Interest payments, net of amounts capitalized, for the years ended
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December 31, 2006, 2005 and 2004 were $0.3 million, $5.4 million and $11.2 million, respectively. Payments for
interest and income taxes prior to the Separation were paid by DreamWorks Studios on behalf of the Company
and do not necessarily reftect what the Company would have paid had it been a stand-alone company during such
periods. In addition, in connection with the termination of the DreamWorks Studios Distribution Agreement and
the effectiveness of the Paramount Agreements, the net receivable of $102.5 million due from DreamWorks
Studios was transferred to Paramount on January 31, 2006 (see Note 9).

As part of the Separation, the Company acquired the remaining approximate 10% minority interest in PDI1
valued at 7.8 million, in exchange for the Company’s common stock,

Contributions of net liabilities from DreamWorks Studios to the Company at the Separation were composed
predominantly of the following transactions {in thousands).

Liabilities contributed:

Subordinated note, net of diSCOUNT .. ... ... ittt e $ 75,674
Debt related to acquisition of film library ............. ... ... ... .. . oL 101,378
Revolving credit facility ........ .. ... ... ... ... 325,000
Less:
Reduction in allocated debt from DreamWorks Studios . ...................... (448,001)
Reduction in advance from Universal Studios ........ ... .. .. ... ccceiirrr.... (11,931}
Retention of interest rate swap agreements by DreamWorks Studios ............. (24,212)
OUHET, ML . . o 689
Contribution of net liabilities ... ... .. ... ... .. . . . . $ 18,507
4. Film Costs

The following is an analysis of film costs (in thousands):

December 31,
2006 2005

Indevelopment . ........ ... e e $ 33,623 § 60,771
In production:

Animated feature films .. ... ... .. ... e 247,298 263,367

Television special ... .. ... . i 7.855 —
In release, net of amortization . . ...t e 213,664 211,748
Total film COSIS ..ot v ittt e e e $502,440  $535,886

The Company anticipates that approximately 82% of “in release” film costs as of December 31, 2006 will
be amortized over the next three years. The Company further anticipates that 43% of “in release” film costs will
be amortized during 2007. Each period in the ordinary course of business, the Company reassesses its estimates
of Ultimate Revenues. In 2006, the Company changed its estimate of Ultimate Revenues primarily for
Madagascar and to a lesser extent certain of its other films. This change in estimate had a significant impact on
the timing of film amortization in 2006, and will continue to have an impact in future periods. The effect on the
year ended December 31, 2006 from this change in estimate was to increase net income by approximately
$15.9 million (net of a $10.1 million tax impact) ot $0.15 per basic and diluted per share.

The Company estimates that in 2007, it will pay approximately $15.6 million of its $24.0 million contingent
compensation and residual costs accrued as of December 31, 2006 (see Note 13).
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5. Property, Plant and Equipment

Property, plant and equipment consist of the following {in thousands):

December 31,
2606 200541
Leasehold and building improvements ............... ..o iiiirnn... $ 34,745 $ 32,90t
Furniture and eqUiPmMent . ... ...ttt e 9,609 9,332
Computer hardware and software . ........... ... ... ... ... ... . il 6,176 4,850
Equipment acquired under capital leases .......... ... ... ... ... ... 6,982 6,982
Land and buildings . ... ... i 73,000 73,000
Total property, plant and equipment ............. ... .. ... i, 130,512 127,065
Accumulated depreciation and amortization .. ............... .o ool (47,096) {41,772)
Property, plant and equipment, net . ............. ..o oo, $ 83,416 5 85293

() Certain amounts previously classified as computer hardware and software have been reclassified to
leasehold and building improvements to conform to current year presentation.

For the years ended December 31, 2006, 2005, and 2004 the Company recorded depreciation and
amortization expense (other than film amortization) of $5.3 million, $5.9 million, and $5.8 million, respectively
in selling, general and administrative expenses. Accumulated depreciation and amortization includes depreciation
of assets acquired under capital leases.

6. Financing Arrangements

Outstanding Financing. The following table summarizes the balances outstanding and other information
associated with the Company’s various financing arrangements which were outstanding at December 31, 2006
and 2005 (in thousands) (additional detail for each item follows the table):

Oullsita:ﬁ:ll?:g at Rl:tt::;s(l) ; Interest Cost
December 31, December 31, For the Year Ended December 31,
2006 2005 Maturity Date 2006 2006 2005 2004
Animation Campus
Financing™ .............. $73,000 $73.000 OQOctober 2009 5.32% $4,506 $3,338 $2,528
Universal Studios Advance .... $ —  $75,000 N/A N/A $ 557 $6,562 $5,506
Revolving Credit Facility .. ... $8 — & — October 2009 0.75%>  $1,532@  $1,532@  § 2400
HBQO Subordinated Notes® . ... $50,000 $50,000 November 2007 5.86% $4,183 $3,160 $ 503

™ In connection with the adoption of FASB Interpretation No. 46 “Consolidation of Variable Interest
Entities,” the special purpose entity associated with this financing was consolidated by the Company as of
December 31, 2003 and, as such, the balance of the obligation is presented on the consolidated balance
sheets as $70.1 million of bank borrowings and other debt and a $2.9 million non-controlling minority
interest,

@  This rate represents a commitment fee which the Company is required to pay on undrawn amounts. The
commitment fee paid on undrawn amounts is an annual rate of 0.75% on any date when less then $100
million is outstanding under the credit facility and 0.50% on any other date. Interest on borrowed amounts is
determined either at a floating rate of LIBOR plus 1.75% or the alternate base rate (which is generaily the
prime rate) plus 0.75% per annum.
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@ The subordinated notes are recorded net of a discount of $1.4 million and $2.8 million as of December 31,
2006 and 2005, respectively, which will be amortized 1o interest expense over the remaining term of the
subordinated loan agreement.

As of December 31, 2006 the Company was in compliance in all material respects with all applicable debt
covenants.

Animation Campus Financing. In May 1996, DreamWorks Animation entered into an agreement with a
financial institution for the construction of an animation campus in Glendale, California, and the subsequent
lease of the facility upon its completion in early 1998. The lease on the property, which was acquired and
financed by the financial institution for $76.5 million, qualified as an operating lease for the Company. In March
2002, the Company renegotiated the lease through the creation of a special-purpose entity that acquired the
property from the financial institution for $73.0 million and the special-purpose entity leased the facility to the
Company for an initial term of five years, which was subsequently extended through October 2009. This
transaction was structured to qualify as an operating lease and obligated the Company to provide a residual value
guarantee of approximately $61 million. The entire amount of the obligation, $73.0 millicn at December 31,
2006, is due and is payable in October 2009 and bears interest primarily at 30-day commercial paper rates. The
obligation is fully collateralized by the underlying real property. In connection with the adoption of FIN 46, the
special-purpose entity has been consolidated by the Company (see Note 2).

Universal Studios Advance. In prior years, DreamWorks Studios entered into several agreements with
Universal Studios Inc. (“Universal”) and its affiliates pursuant to which Universal provided DreamWorks
Studios with international theatrical distribution and internationa! and domestic home video fulfillment services.
In accordance with these agreements, DreamWorks Studios received advances against amounts due to
DreamWorks Studios based on the projected net receipts, as defined, of pictures in release and pictures in
production or pre-production. In October 2003, DreamWorks Studios entered into a new amended and restated
agreement with Universal (the “2003 Universal Agreement™). Pursuant to the 2003 Universal Agreement,
Universal agreed to pay to DreamWorks Studios an additional advance of $75 million (the “2003 Advance”), of
which $37.5 million was received in December 2003 and $37.5 million was received in March 2004. The entire
2003 Advance was based on projected net receipts, as defined, of the Company’s animated features released
subsequent to December 31, 2002. As a result, 100% of the 2003 Advance was allocated to the Company. The
2003 Advance, plus interest, totaling approximately $75.6 million was paid in full in January 2006 in connection
with the termination of the DreamWorks Studios Distribution Agreement (see Note 9).

Upon the termination of the DreamWorks Studios Distribution Agreement, the Company would have
remained subject to the terms of the DreamWorks Studios’ 2003 Universal Agreement, including the obligation
to pay distribution fees and to pay distribution expenses as they are incurred, unless and until (i) DreamWorks
Studios had repaid all amounts it owed to Universal Studios, including in respect of investments and advances
which aggregated $175 million as of December 31, 2004, (ii) the Company had repaid all amounts owed 10
Universal Studios, and (iii) Universal Studios had received an aggregate of $75 million of net proceeds from the
sale of shares of the Company’s common stock. All three conditions were satisfied as of January 31, 2006 and
the Company is no longer subject to the 2003 Universal Agreement,

As of December 31, 2005, the 2003 Advance is included in Universal Studios advance in the accompanying
consolidated balance sheets. Prior to its repayment on January 31, 2006, the 2003 Advance bore interest at a rate
of 8.75% per annum.

Revolving Credit Facility. 1n connection with the Separation, the Company entered into a five-year
$200 million revolving credit facility with a number of banks. As of December 31, 2006 and 2005, there were no
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outstanding borrowings on the credit facility. The credit facility is secured by substantiaily all of the Company’s
assets. Interest on borrowed amounts is determined either at a floating rate of LIBOR plus 1.75% or the alternate
base rate {which is generally the prime rate) plus 0.75% per annum. In addition, the Company is required to pay a
commitment fee on undrawn amounts at an annual rate of 0.50% on any date when more then $100 million is
outstanding under the credit facility and 0.75% on any other date. The credit agreement requires the Company to
maintain certain cash flow and leverage ratios. The credit agreement also prohibits the Company generally from
taking certain actions, such as granting liens, paying dividends and engaging in transactions with affiliates (all
subject to specified exceptions).

HBO Subordinated Notes. In connection with the Separation, the Company assumed $80 million of
subordinated notes issued by DreamWorks Studios in December 2000 to Home Box Office, Inc. (“HBO”)
pursuant 10 a subordinated loan agreement, $30 million of which was repaid with the proceeds from the
Company’s initial public otfering. The subordinated notes bear interest in amount equal to the LIBOR rate plus
0.50% per annum and are due in November 2007. The subordinated notes are secured by a lien in favor of HBO
that is junior to the security interest in certain exhibition rights related to DreamWorks Studios films. Despite the
fact that the DreamWorks Studios Distribution Agreement was terminated in January 2006, the Company
remains obligated to continue to license its films to HBO under the terms of DreamWorks Studios’ license
agreement with HBO. The terms of the notes require the Company to maintain a specified leverage ratio. The
notes also prohibit the Company from taking certain actions, similar to the restrictions contained in the
Company’s revolving credit facility.

Additional Financing Information

Debt Allocated by DreamWorks Studios. Prior to the Separation, DreamWorks Studios historically
allocated its debt and related interest to the Company based on the proportion of the Company’s capital invested
in films in production as a percentage of total capital invested by DreamWorks Studios in all films in production.
For the year ended December 31, 2004, interest allocated to the Company amounted to $15.2 million. Of this
amount, interest capitalized to Film Costs in accordance with FAS No. 34 “Capitalization of Interest Cost,”
totaled $7.1 million for the year ended December 31, 2004.

In addition, DreamWorks Studios utilized interest rate swap agreements to hedge the interest rate sensitivity
of its indebtedness. These agreements did not qualify for special hedge accounting and, as a result, changes in the
fair value of such agreements were charged to operations. The impact of these agreements was historically
allocated to the Company in a manner similar to the allocation of debt. Accordingly, the net change in the fair
value of these contracts has been charged to Other Income, net. For the year ended December 31, 2004, the
Company recorded other income of $7.0 million related to the allocated changes in the fair value of these
instruments. Upon the Separation, DreamWorks Studios retained all of these interest rate swap agreements and,
accordingly, changes in market value were recorded by the Company only through the Separation Date.

Production Financing. In connection with the acquisition of an animated film in 2003, DreamWorks
Studios entered into loan agreements for the financing of the production costs. On June 15, 2005, the loans were
repaid in full. The Company recorded interest expense associated with the loan agreements of $0.8 million and
$0.7 million for the years ended December 31, 2005, and 2004, respectively. In addition, the Company entered
into certain foreign exchange transactions intended to hedge the fluctuations of foreign currency payments
related to the acquisition of this film. These transactions did not qualify for special hedge accounting and,
accordingly, changes in the fair value of these agreements were recorded as Other Income, net in the
accompanying consolidated statements of operations. The foreign exchange transactions were terminated in June
2005 in connection with the repayment of the loan agreements and the Company recorded in Other Income, net a
loss of $1.0 million for the change in the fair value of the agreements. :
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Interest Capitalized to Film Costs. The Company capitalizes interest on its film productions. Interest
capitalized to film costs during the years ended December 31, 2006, 2005 and 2004 totaled $9.4 million, $9.6
million, and $7.1 million, respectively.

7. Other Advances and Unearned Revenue

The following is a summary of other advances and unearned revenue included in the consolidated balance
sheets as of December 31, 2006 and 2005 and the related amounts earned and recorded either as revenue in the
consolidated statement of operations or capitalized as an offset to film costs for the years ended December 31,
2006, 2005 and 2004 (in thousands}:

Amounts Earned Against Other
Advances and Unearned Revenue

Balance at December 31, For the Year Ended December 31,

2006 2005 2006 2005 2004
HBO Advance ........ ... . ... i $ L1788 § 2,356 $25,566 327,844 $ 6,466
Strategic Alliance/Development Advances .. ... ... .. 5,056 4,725 11,669 9,497 2,778
Deferred Revenue .. ... ... ... .. ... ... ... ... . ... 27,604 1,053 3,811 3,811 33,693
Licensing Advances . . ... ... .. .. .. .. oo, 21,442 21,829 3,487 1,714 9,986
Other Advancest® . .. . . e 1,884 900 9.390 200 —
Total other advances and deferred revenue ............ $57.164  $30,863

" During the years ended December 31, 2006, 20035, and 2004, of the total amounts earned against the
“Strategic Alliance/Development Advances,” $6.0 million, $4.5 million, and $1.5 million, respectively,
were capitalized as an offset to film costs.

@ In connection with the termination of the DreamWorks Studios Distribution Agreement and the 2003
Universal Agreements (see Note 6), the Company was obligated to repay Universal Studios $0.6 million
which represented the unearned portion of an annual exclusivity fee for theme park activities previously
advanced to the Company by Universal Studios.

HBO Advance. Pursuant to an exclusive multi-picture domestic pay television license agreement with
HBO, DreamWorks Studios received advances against license fees payable for future film product, including the
Company’s films. The Company’s participation in the HBO domestic pay television license agreement remains
unchanged despite the termination of the DreamWorks Studios Distribution Agreement. The agreement is
currently expected to extend through 2012. The actual term of the agreement is dependent upon DreamWorks
Studios’ ability to grant its domestic pay television rights to HBO. This ability is dependent upon the number of
films released by DreamWorks Studios in a given year and, in the case of a co-produced film, whether
DreamWorks Studios retains the domestic pay television rights. Since the advances are identified for each film,
the Company has been allocated the portion of the advances related to its animated features. DreamWorks
Studios and the Company are obligated to refund the advances if the advances exceed the license fees earned by
the films in accordance with the HBO agreement.

Strategic Alliance/Development Advances. In November 2004, the Company entered into a three-year
strategic alliance with Hewlett-Packard Company (“HP”’) pursuant to which HP is permitted to promote itself as
DreamWorks Animation’s preferred technology provider in exchange for advancing the Company specified
annual amounts. In addition, under the agreement, the Company is required to make a certain aggregale amount
of purchases of HP equipment. The aggregate amount of purchases will not exceed the cumulative amount of the
annual amounts advanced to the Company. Additionally, in February 2005, the Company entered into a three-
year strategic alliance with Advanced Micro Devices, Inc. (“AMD”) whereby AMD will make advances to the
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Company and the Company, in censideration of such advances, will make a good faith effort to purchase only
AMD CPU-based processors, AMD acknowledges that DreamWorks Animation has an existing strategic alliance
with HP and the equipment purchased with AMD processors will be HP equipment.

Deferred Revenue and Licensing Advances. In accordance with the SOP, the Company includes amounts
received from customers prior to the availability date of the product in deferred revenue. In addition, in the
normal course of business, the Company receives advances for licensing of the Company’s animated characters
from various customers on a worldwide basis. The increase in the balance at December 31, 2006 is primarily
attributable to deferred revenue recorded in connection with a television special which is expected to be available
for broadcast in late 2007,

Other Advances. Paramount is obligated to pay the Company annual cost reimbursements during the
period that the Company is delivering new films pursuant to the Paramount Agreements. The Company initially
records amounts received as an advance, and then allocates a portion of the advance to each of the films
delivered and recognizes the amount allocated to each film, approximately $4.6 million, as revenue upon the
release of that film (see Note 10).

8. Commitments and Contingencies

The Company has historically been allocated lease expense by DreamWorks Studios for certain
non-cancelable office space and equipment operating leases. Certain of these office leases contain escalations in
the monthly rental amounts. DreamWorks Studios has also entered into several operating leases for furniture,
computers and production equipment with terms ranging from three to five years. These leases also provide for
certain termination and purchase options, For the years ended December 31, 2006, 2005 and 2004, the Company
incurred lease expense, including that allocated by DreamWorks Studios, of approximately $8.6 million, $10.8
million, and $7.5 million, respectively. As a result of the Acquisition and termination of certain services under
the Services Agreement, the Company may incur additional costs related to these leases that are not included in
the tables below; however, it is not expected that these additional costs will be material.

In December 1997, DreamWorks Studios entered into a capital lease with Pacific Enterprises for the energy
management assets associated with the Company’s Glendale animation campus. This capital lease was attributed
to the Company during the Separation, and, accordingly, the Company has reflected an asset of approximately
$7.0 million. As of December 31, 2006, $1.3 millton of the related capital lease obligation remains outstanding.
Payments of obligations under the capital lease totaled approximately $0.9 million for the year ended
December 31, 2006, and $0.7 million in each of the years ended December 31, 2005 and 2004.




DREAMWORKS ANIMATION SKG, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS-—{(Continued)

Future minimum lease commitments for all leases are as follows (in thousands):

Operating Capital
Lease Lease
Commitments Commitments
2007 e e $ 5393 $1,080
1 4,457 332
200G e e i e e, 4,564 —
2000 . e, 4,675 —
.1 4,787 —_
Thereafter ... ..o oe e e 2,832 —
SUBLOIAL . . oo e e e e 26,708 1,412
Less amount representing interest ...............oovunnn. — (7
Total .. e e $26,708 $1,335

As of December 31, 2006, the Company had contractual commitments to make the following payments {in
thousands):

Payments Due by Year

Contractual Cash Obligations 2007 2008 2009 2010 2011 Thereafter Total
Operating leases ................... $ 5,393 $4457 $ 4,564 $4.675 $4,787 $2,832 § 26,708
Named executive officers’ employment

Agreements . ...............0n0n. 3472 3407 2,025 — — — 8,904
Glendale animation campus note

payable ... .. .. ... .. ...l — — 73,000 — — — 73,000
HBO subordinated debt . .......... 50,000 — — — — — 50,000
Capital leases™ .. ................. 1,080 332 — — — — 1,412
Total contractual cash obligations .. ... $59.945 $8,196 $79,589 $4,675 $4,787 $2.832 $160,024

(" The Company operates an animation campus in Glendale, California. The lease on the property, which was
originally acquired for $76.5 million, qualified as an operating lease. In March 2002, the lease was
renegotiated through the creation of a special-purpose entity that acquired the property for $73.0 million and
leased the facility to the Company for a five-year term. The lease term was subsequently extended through
October 2009 (see Note 6). In addition to the principal amount of $73 million that is dve in October 2009,
the Company is obligated to pay annual interest primarily based on 30-day commercial paper rates (5.32%
at December 31, 2006).

@  In connection with the Separation, the Company assumed $80 million of subordinated debt that
DreamWorks Studios incurred from HBO in December 2000, $30 million of which was repaid with
proceeds from the Company’s initial public offering. In addition to the principal amount of $50 million due
in November 2007, the Company is obligated to pay annual interest at the LIBOR rate plus 0.50% (5.86% at
December 31, 2006).

@ Includes $0.1 million of total imputed interest.

In addition to the above, as of December 31, 2006, the Company has non-cancelable talent commitments
totaling approximately $13.9 million that are payable over the next five years.
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Legal Proceedings

Shareholder Class Action and Derivative Lawsuits. Between June and August 2005, eight purported
shareholder class action lawsuits alleging violations of federal securities laws were filed against the Company
and several of its officers and directors. Seven of these lawsuits were filed in the U.S. District Court for the
Central District of California. The eighth lawsuit, which was originally filed in the Superior Court of the State of
California, was removed to U.S. District Court for the Central District of California, and all of the purported
shareholder class actions were consolidated before a single judge. In July 2005, three putative shareholder
derivative actions were filed, and ulimately consolidated, in the Superior Court of the State of California
alleging various state statutory and common law claims against the Company (nominally and in a derivative
capacity) and several of its officers and directors for allegedly violating their fiduciary duties to the Company by,
among other things, permitting the Company to issue alleged material misstatements and omissions. In addition,
in September 2005, a putative shareholder derivative action was filed in the U.S. District Court for the Central
District of California alleging similar claims against the Company (nominally and in a derivative capacity) and
several of its officers and directors as those alleged in the state court derivative cases. All of these lawsuits
generally asserted that the Company and certain of its officers and directors made alleged material misstatements
and omissions in certain press releases, SEC filings and other public statements, including in connection with the
Company's initial public offering in October 2004, and sought to recover damages on behalf of purchasers of the
Company’s securities during the purported class period (October 28, 2004 to July 11, 2005). During 2006, all of
these actions were dismissed.

Other Maiters. From time to time the Company is involved in legal proceedings arising in the ordinary
course of its business, typically intellectual property litigation and infringement claims related to the Company’s
feature films, which could cause the Company to incur significant expenses or prevent the Company from
releasing a film. The Company also has been the subject of patent and copyright claims relating to technology
and ideas that it may use or feature in connection with the production, marketing or exploitation of the
Company’s feature films, which may affect the Company’s ability to continue to do so. While the resolution of
these matters cannot be predicted with certainty, the Company does not believe, based on current knowledge, that
any existing legal proceedings or claims are likely to have a material adverse effect on its financial position,
results of operations or cash flows.

9. Related Party Transactions

Arrangement with Affiliate of a Stockholder. The Company has an arrangement with an affiliate of a
stockholder to share tax benefits generated by the stockholder (see Note 15).

Contribution from Controlling Stockholders. Upon the effectiveness of the Paramount Agreements,
Paramount was required to pay the Company a $75.0 million signing bonus. Because the effectiveness of the
Paramount Agreements and Viacom’s acquisition of DreamWorks Studios were each conditioned upon the
other’s occurrence, and because the Company and DreamWorks Studios were effectively under common control
up to the closing of the Acquisition, the Company has recorded the $75.0 million signing bonus received from
Paramount, which is $48.7 million on an after-tax basis, as an increase to Additional-Paid-in-Capital. In addition,
the signing bonus, before tax, has been reflected in the accompanying statement of cash flows as a deemed
contribution from controlling stockholders. The Company used the proceeds of the signing bonus to repay the
$75.6 million advance, plus interest, to Universal Studios which the Company was contractually required to pay
as part of the termination of DreamWorks Studios’ Universal Agreements (se¢ Note 6).

Loans to Employees. The Company has made loans to certain of its employees pursuant to various notes
receivable arrangements. These arrangements require interest to be paid at rates ranging from 0% to 5.68%.
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Payments are due under terms ranging from one to 10 years. Amounts due from employees are reflected in
Receivables from employees in the accompanying consolidated balance sheets. Interest income associated with
these notes receivable for the years ended December 31, 2006, 2005 and 2004 was not material, As of
December 31, 2006, 2005, and 2004, the Company had no loans outstanding to executive officers.

Relationship with DreamWorks Studios.  Prior to the Separation, the Company was an operating division of
DreamWorks Studios. Prior to the Separation, DreamWorks Studios provided all the working capital for the
development, production and marketing of films, as well as overhead, through centralized cash management. The
net impact of DreamWorks Studios’ funding of the Company’s operations, after the allocation of its indebtedness
(see Note 6), have been reflected as a component of Stockholders” Equity (Deficiency) in the accompanying
consolidated financial statements.

Distribution and Servicing Arrangements with DreamWorks Studios. The Company was party to the
DreamWorks Studios Distribution Agreement for the period October 1, 2004 through January 31, 2006. On
January 31, 2006, in connection with Viacom's acquisition of DreamWorks Studios and concurrent with the
effectiveness of the Paramount Agreements (see Note 10}, the DreamWorks Studios Distribution Agreement was
terminated. Pursuant to the DreamWorks Studios Distribution Agreement, the Company granted DreamWorks
Studios the exclusive right to distribute, throughout the world, all of its animated feature films that it delivered to
DreamWorks Studios. Under the DreamWorks Studios Distribution Agreement, DreamWorks Studios was
responsible for (1) the domestic and international theatrical exhibition of the Company’s films, (2) the domestic
and international home entertainment exhibition of the Company’s films and direct-to-video pictures, (3) the
domestic and international television licensing of the films, including pay-per-view, pay television, netwark,
basic cable and syndication, (4) non-theatrical exhibition of the Company’s films, such as on airlines, in schools
and in armed forces institutions and (5) Internet, radio (for promotional purposes only) and new media rights, to
the extent the Company or any of its affiliates owned or controlled the rights to the foregoing. The Company
retained all other rights to exploit its films, including the right to make prequels and sequels, commercial tie-in
and promotional rights with respect to each film, as well as merchandising, interactive, literary publishing, music
publishing and soundtrack nights.

Pursuant to the DreamWorks Studios Distribution Agreement, DreamWorks Animation was responsible for
all of the costs of developing and producing its animated feature films and direct-to-video films, including
contingent compensation and residual costs, and DreamWorks Studios was generally responsible for ail
out-of-pocket costs, charges and expenses incurred in the distribution (including prints and the manufacture of
home video units), advertising, marketing, publicizing and promotion of each film. The DreamWorks Studios
Distribution Agreement provided that DreamWorks Studios was entitled to (i) retain a fee of 8.0% of revenue
{without deduction of any distribution or marketing costs, and third-party distribution and fulfillment services
fees) and (ii) recoup all of its distribution and marketing costs and home video fulfiliment costs with respect to
the Company’s films on a title-by-title basis prior to the Company recognizing any revenue.

The Company incurred distribution fees payable to DreamWorks Studios of $3.7 million for the one-month
period ended January 31, 2006, $70.4 million for the year ended December 31, 2005, and $63.6 million for the
period from the effective date of the DreamWorks Studios Distribution Agreement through December 31, 2004,
As of December 31, 2005, the Company had a receivable from DreamWorks Studios of approximately $98.0
million pursuant to the DreamWorks Studios Distribution Agreement. Upon Viacom’s acquisition of
DreamWorks Studios on January 31, 2006, and in connection with the termination of the DreamWorks Studios
Distribution Agreement and the effectiveness of the Paramount Agreements, all amounts due to or from
DreamWorks Studios pursuant to the DreamWorks Studios Distribution Agreement, on a per-film basis, were
transferred to Paramount, the Company’s new distributor (see Note 10).
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Services Agreement. Upon the Separation, the Company also entered into a services agreement with
DreamWorks Studios (the “Services Agreement”) whereby DreamWorks Studios agreed to provide the
Company with certain general and administrative services and corporate aircraft services (subject to the terms of
a separate aircraft time-share agreement) and the Company provided certain services for DreamWorks Studios,
including office space and certain general and administrative services. Under the Services Agreement, with the
exception of corporate aircraft services, both parties reimburse the other party for its actual costs incurred, plus
5%. The cost of corporate aircraft services is reimbursed pursuant to the maximum amount permitted under the
Federal Aviation Administration time-sharing regulations. As a result of the Acquisition, the parties agreed (i) to
terminate certain services provided under the Services Agreement as of January 31, 2006, (ii) to continue other
specified services for certain transitional periods, and (iii) to continue to provide other services to each party until
such services are terminated in accordance with the Services Agreement. Pursuant to the Services Agreement, for
the one month ended January 31, 2006, the full year ended December 31, 2005, and for the period from the
effective date of the Services Agreement through December 31, 2004, the Company incurred costs from
DreamWorks Studios totaling $1.1 million, $10.9 million, and $1.3 million, respectively, and DreamWorks
Studios was charged costs from the Company totaling $0.4 million, $6.0 millicn, and $1.0 million, respectively.

Cost Allocation.  As an operating division of DreamWorks Studios prior to the Separation, the Company
was allocated a portion of DreamWorks Studios’ overhead expenses including executive management, domestic
theatrical marketing and distribution, oversight of international theatrical distribution and worldwide home
entertainment distribution, worldwide television sales, accounting and finance, legal, employee benefits, risk
management and information technology. DreamWorks Studios allocated such costs to the Company to reflect
the amounts that DreamWorks Studios believed were a fair and reasonable allocation of its costs to provide these
services to the Company. In general, these allocations were calculated based on the percentage that the
Company's films, headcount, revenue or other criteria constituted of DreamWorks Studios’ company-wide total
films, headcount, revenue or other criteria. Certain of these costs that were significantly or exclusively related to
the production of films were included in capitalized overhead in accordance with the SOP and are reported as
Film Costs in the accompanying consolidated balance sheets. All other allocations have been included in Selling,
General and Administrative Expenses in the accompanying consolidated statements of operations. Allocated
costs, including capitalized costs, allocated from DreamWorks Studios for the period from January 1, 2004 to
October 27, 2004 totaled $30.0 million.

In addition, prior to the Separation, DreamWorks Studios provided fringe benefits to the Company’s
employees. DreamWorks Studios paid all costs of the employer-provided benefits package, including health and
401(k) plans and employer payroll taxes, and allocated such costs to the Company based on a percentage of total
salaries incurred by or allocated to the Company in relation to the total salaries incurred by DreamWorks Studios.
Employee fringe expense allocated to the Company for the period January 1, 2004 to October 27, 2004, was $8.5
million and ts recorded as Selling, General and Administrative expenses in the accompanying consolidated
statements of operations. As a result of the Separation, the Company provides and pays costs directly for fringe
benefits provided to the Company’s employees.

Licensing Services. The Company continues to provide services to DreamWorks Studios related to the
licensing of products based on DreamWorks Studios’ films and characters in such films. In the years ended
December 31, 2006, 2005 and 2004 revenues earned from licensing activities on behalf of DreamWorks Studios
totaled $0.2 million, $0.3 million and $3.7 million, respectively.

10. Distribution and Servicing Arrangements with Paramount

Distribution and Servicing Arrangements with Paramount. On January 31, 2006, DreamWorks Studios
was acquired by Viacom. As result of the Acquisition, the Company terminated the DreamWorks Studios
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Distribution Agreement (see Note 9), and concurrently entered into the Paramount Agreements with Paramount,
which became effective upon the closing of the Acquisition. Pursuant to the Paramount Agreements, the
Company granted Paramount and its affiliates (including DreamWorks Studios) the exclusive right to distribute
its films in theatrical, home entertainment and television markets on a worldwide basis through the later of (i) our
delivery to Paramount of 13 new animated feature films and (ii) December 31, 2012, unless, in either case,
terminated earlier in accordance with the terms of the Paramount Agreements. If the Company or Paramount
terminates the Paramount Agreements, the Company’s existing and future films will generally be subject to the
terms of any sub-distribution, servicing and licensing agreements entered into by the Paramount that the
Company has pre-approved.

Under the Paramount Agreement, Paramount is responsible for (1) the domestic and international theatrical
exhibition of the Company’s films, (2) the domestic and international home entertainment exhibition of the
Company’s films and direct-to-video pictures, (3) the domestic and international television licensing of the films,
including pay-per-view, pay television, network, basic cable and syndication, {4) non-theatrical exhibition of the
Company’s films, such as on airlines, in schools and in armed forces institutions and (5) Internet, radio
(for promotional purposes only) and new media rights, to the extent the Company or any of its affiliates owned or
controlled the rights to the foregoing. The Company retains all other rights to exploit its films, including the right
to make prequels and sequels, commercial tie-in and promotional rights with respect to each film, as well as
merchandising, interactive, literary publishing, music publishing and soundtrack rights.

The Paramount Agreements provide that DreamWorks Animation is responsible for all of the costs of
developing and producing its animated feature films and direct-to-video films, including contingent
compensation and residual costs, and Paramount is generaily responsible for all out-of-pocket costs, charges and
expenses incurred in the distribution (including prints and the manufacture of home video units), advertising,
marketing, publicizing and promotion of each film. The Paramount Agreements also provide that Paramount is
entitled to (i) retain a fee of 8.0% of revenue (without deduction of any distribution or marketing costs, and third-
party distribution and fulfillment services fees) and (ii) recoup all of its distribution and marketing costs and
home video fulfillment costs with respect to the Company’s filims on a title-by-title basis prior to the Company
recognizing any revenue. If a feature film or a direct-to-video film does not generate revenue in all media, net of
the 8.0% fee, sufficient for Paramount and their affiliates to recoup its expenses under the Paramount
Agreements, Paramount and its affiliates will not be entitled to recoup those costs from proceeds of the
Company’s other feature films or direct-to-video films, and the Company will not be required to repay
Paramount or its affiliates for such amounts. In addition, each of the Company’s films are accounted for under
the Paramount Agreements on a combined basis for each film. In such regard, all revenues, expenses and fees
under each of the agreements are fully cross-collateralized on a film-by-film basis but not between films.

As discussed in Note 9, upon the effectiveness of the Paramount Distribution Agreement, Paramount paid to
the Company a $75 million cash signing bonus. In addition, Paramount is obligated to pay the Company annual
cost reimbursements during the period that the Company is delivering new films pursuant to the Paramount
Agreements beginning with the release of Over the Hedge. The Company is allocating the total amount of these
annual cost reimbursements during the period equally to each of the films delivered and is recognizing the
amount allocated to each film, approximately $4.6 million, as revenue upon the release of that film. These annual
cost reimbursements are guaranteed and thus independent from Paramount's right to recoup its distribution and
marketing costs for each film and as a result are recorded as revenue by the Company without regard to
Paramount’s recoupment position for each film.

In the ordinary course of reconciling balances with its distributor, the Company determined that the net
balance with Paramount as reflected in the accompanying consolidated balance sheets as of December 31, 2006
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and prior periods may be misstated. The Company believes that this misstatement relates to certain amounts due
to DreamWorks Studios being overstated at the Separation Date and at the time that DreamWorks Studios was
acquired by Viacom. The Company and Paramount are in discussions regarding this issue, but it has not been
resolved. The Company currently believes that the resolution of this issue will not have a material impact on its
financial condition or cash flows and will have no impact on its results of operations as the impact of any
resolution would be to adjust stockholders’ equity.

Paramount: Other Services and Information. As discussed in Note 9, as of December 31, 2006, the
Company provided limited office space and telecommunications support to Paramount and Paramount continues
to provide the Company with minimali storage facility space and corporate aircraft services pursuant to the terms
of the Services Agreement and aircraft time-share agreement. For the 11 months ended December 31, 2006, the
Company incurred costs from Paramount totaling $3.3 million and Paramount was charged costs from the
Company totaling $2.3 million. In addition, under the terms of the Paramount Agreements, Paramount will also
provide the Company at a minimal cost with certain services, including but not limited to music licensing,
archiving of film materials, casting, information technology and the calculation and administration of residuals
and contingent compensation for the Company’s motion pictures.

In addition, prior to Viacom’s acquisition, DreamWorks Studios owned 525,929 shares of the Company’s
Class A common stock. As a result of Viacom's acquisition of DreamWorks Studios, Viacom acquired beneficial
ownership of the 525,929 shares of Class A common stock held by DreamWorks Studios. In addition, Viacom, as
a member of Holdco, participated in the Company’s secondary public offering (see Note 14).

11. Geographic, Segment and Significant Customer Information

Geagraphic Information. The Company operates in a single segment: the production and distribution of
animated films. Revenues attributable to foreign countries were approximately $173.3 million, $204.1 million
and $403.6 million for the years ended December 31, 2006, 2005 and 2004, respectively. Long-lived assets
located in foreign countries were not material.

Revenue by Fiim.

The following is an analysis of the Company’s operating revenue by film (in thousands):

Year Ended
2006 2005 2004
Flushed Awayl) | . e e e $ 6253 8 — % —
Overthe Hedge ... ... . . . . . . . . . e 116,886 — —
Wallace & Gromit: The Curse of the Were-Rabbit . ... ................. 29,144 — —_
Madagasear . ... .. e 128,806 228,579 _
Shark Tale ... ... e e 37,935 158,272 62,273
Shrek 2 . e 37,997 19,413 790,373
Film Library / Othert® ... ... i 37.821 52,832 206,475
Television SEries . ... ... ... e — 3,220 19,039

$394,842 $462,316 $1,078,160

M This film was released on November 2, 2006. For the year ended December 31, 2006, distribution and
marketing expenses incurred by the Company’s distributor exceeded the gross revenues. Accordingly,
pursuant to the terms of the distribution and servicing arrangements, no revenue was reported by our
distributor directly with respect to this film.
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@  Primarily includes film library revenue from Antz, Prince of Egypt, The Road to El Dorado, Chicken Run,
Joseph: King of Dreams, Shrek, Spirit: Stallion of the Cimaron and Sinbad: Legend of the Seven Seas. For the
years ended December 31, 2005 and 2004, Sinbad: Legend of the Seven Seas revenue of $4.9 million and $22.7

12. Valuation and Qualifying Accounts and Reserves

sheets as of December 31, 2006, 2005, and 2004 or the periods noted (in thousands):

Balance at  (Credited)
Beginning Charged to
of Period  Operations

million, respectively, has been reclassified to “Film Library/Other” to conform to their current-year presentation.

Significant Customer. Prior to the Separation, the Company was an operating division of DreamWorks
Studios and Universal Studios was a significant source of the Company’s revenue. For the year ended
December 31, 2004, Universal Studios represented 44% of operating revenue. The DreamWorks Studios
Distribution Agreement became effective on October 1, 2004 and remained in effect through January 31, 2006.
During the effectiveness of the DreamWorks Studios Distribution Agreement, a substantial portion of the
Company’s revenue was derived directly from DreamWorks Studios, and consequently, Universal Studios, which
acted as DreamWorks Studios distributor, remained a significant source of the Company's revenue. If the
DreamWorks Studios Distribution Agreement had not gone into effect, Universal Studios would have
represented 80% of revenues for the one month ended January 31, 2006, and 66% and 69% of revenues for the
years ended December 31, 2004 and 2005, respectively. As a result of the effectiveness of the Paramount
Agreements, a substantial portion of the Company’s revenue is derived directly from Paramount. Paramount
represented 91.0% of total revenue for the eleven-month period ended December 31, 2006. Paramount was not a
significant source of the Company’s revenue for the years ended December 31, 2005 and 2004.

The following is a summary of the valuation and qualifying accounts included in the consolidated balance

Deductions
and
Bad Debt Balance at
Whrite-offs  End of Period

Trade accounts receivable
Allowance for doubtful accounts

2006 . . $ 769 $ 358
2005 .. $ 458 $2,815
2004 ... $2,346 $1,877

Balance at  (Credited)
Beginning Charged to
of Period  Operations

5 (297 5830
$(2,504) $769
$(3,765) $458

Deductions
and
Bad Debt Balance at
Write-offs  End of Period

Receivable from affiliate
Allowance for doubtful accounts

From January 1, 2006 through January 31,2006 ... $ 592 § (—)
2005 .. 5609 S (77
From the Separation Date through December 31,
2004@) e $1,794  $(1,125)

93

$(—) £592
$(—) $592
$(—) $669

) Upon the Acquisition, and in connection with the termination of the DreamWorks Studios Distribution
Agreement and the effectiveness of the Paramount Agreements, all amounts due to or from DreamWorks
Studios pursuant to the DreamWorks Studios Distribution Agreement, on a per film basis, were transferred
to Paramount, the Company’s new distributor (see Note 9).

2 The balance at the beginning of the period of $1.8 million was transferred from DreamWorks Studios at the
Separation.



DREAMWORKS ANIMATION SKG, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Deductions
Balance at  {Credited) and
Beginning Chargedto  Bad Debt Balance at
of Period  Operations Write-offs End of Period

Receivable from Paramount("
From February 1, 2006 through December 31, 2006
Allowance for doubtful accounts ................ $592 $1,627 $(1,533) $ 686
Reserve forreturns™ . ... ... .. .. .. ... .. ..., $— $@51) % (—) $(651)

(O Upon the Acquisition, and in connection with the termination of the DreamWorks Studios Distribution
Agreement and the effectiveness of the Paramount Agreements, all amounts due to or from DreamWorks
Studios pursuant to the DreamWorks Studios Distribution Agreement, on a per film basis, were transferred
to Paramount, the Company’s new distributor (see Note 9),

@ As of December 31, 2006, the Company reduced its distributor’s estimate of home video reserves by $0.7
million based on management’s estimate of consumer demand for the Company’s product. To the extent
that the Company’s estimate of consumer demand differs from that of its distributor, the Company may
continue to record estimates of reserves which differ from those recommended by its distributor.

13. Accrued Liabilities
Accrued liabilities consist of the following (in thousands):

December 31, December 31,

2006 2005
Salaries and benefits . ...t $ 9,911 $ 4,094
Participations and residuals . ........... . . .. . i i e 24,000 24,799
Production COSIS . . ... it e e 2,865 1,162
OCCUPANCY . . .o 7,838 9,221
Accrued professional fees . ........ ... .. . 1,218 9,195
Other accrued labilities . ... . o e 6,684 6,543

$52,516 $55,014

14. Stockholders’ Equity

Upon the Separation, the Company authorized three classes of common stock which are identical and
generally vote together on all matters, except that the Class A common stock and the Class C common stock each
carry one vote per share, whereas the Class B common stock carries 15 votes per share. In addition, the Class C
common stock, voting separately as a class, has the right to elect one director. The Class A, Class B and Class C
common stock each have a par value of $0.01 per share and authorized shares of 350 million, 150 million and
one, respectively.

Secondary Public Offering and Class B Common Stock Conversion

Secondary Public Qffering, On November 20, 2006, certain stockholders sold 11,580,964 shares of the
Company’s Class A common stock for net proceeds of $307.2 million in a registered secondary public offering
{the “Offering™). The Company did not receive any proceeds from the Offering. The shares of Class A common
stock sold in the Offering were comprised of shares held by DWI II and certain other Holdco partners outside of
Holdco, and a portion of the shares of Class A common stock which were allocated to such members in
connection with the Offering. As the shares of Class A common stock sold in the Offering were comprised of
existing outstanding shares held by the stockholders, there was no change to the total amount of the Company’s
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shares outstanding. As a result of the Offering, Holdco has no further demand registration rights, although certain
of the Company's significant stockholders continue to have demand registration rights granted to them at the
time of the Company’s initial public offering through the Registration Rights Agreement.

Conversion of Class B Common Stock. Pursuant to the Holdco partnership agreement, immediately upon
pricing of the Offering, all of the shares of Class B common stock held by Holdco were altocated among the
Holdco partners. Holdco allocated shares to its partners first, pro rata as a return of such partner’s capital
investment in DreamWorks Studios at the time of the Company’s initial public offering in October 2004, and
second, pro rata according to such partner’s participation percentages in DreamWorks Studios at the time of the
Company'’s initial public offering. Upon such allocation and pursuant to the Holdco partnership agreement, the
14,523,382 shares of Class B common stock allocated to M&J K Dream, M&J K B or DG-DW remained as
Class B common stock and the 35,164,952 shares of Class B common stock allocated to the other members of
Holdco were converied into an equal number of shares of Class A common stock. Upon completion of the
Offering, each Holdco partner was entitled to cause Holdco to distribute to such partner its respective allocated
shares of Class A or Class B common stock held by Holdco (other than certain allocated shares required to
remain in Holdco for a specified minimum period of time) in accordance with the terms of the Holdco
partnership agreement. Net cash proceeds from Holdco’s sale of Class A common stock on behalf of its partners
were distributed immediately to such partners.

Employee Benefits Plan
401(k) Plans

Effective at the Separation, the Company sponsors a defined contribution retirement plan (the “Plan”) under
provisions of Section 401(k) of the Internal Revenue Code (“IRC”). Substantially all employees not covered by
collective bargaining agreements are eligible to participate in the Plan. For substantially all employees, the
maximum contribution for the employer match is currently equal to 50% of the employees’ contribution, up to
4% of their eligible compensation, as limited by Sec. 415 of the IRC. Prior to the Separation, Company
employees participated in a similar plan sponsored by DreamWorks Studios. Effective at the Separation, the
costs of the employer match, as well as all third-party costs of administering the Plan, are paid directly by the
Company. DreamWorks Studios provided the management of the Plan, for which the Company reimbursed
DreamWorks Studios pursuant to the Services Agreement, up through January 31, 2006, at which time as a result
of the Acquisition the Company assumed the management of the Plan. Prior to the Separation, the costs of the
employer match, as well as the costs of administration, were included in DreamWorks Studios’ fringe benefit
allocation to the Company. For the years ended December 31, 2006 and 2005, and for the period from the
Separation Date through December 31, 2004 the Company incurred costs of $1.4 million, $1.2 million and
$0.2 million, respectively.

Employee Equity Plans

Prior to the Separation, the Company’s employees participated in DreamWorks Studios’ Employee Equity
Participation Plan (the “Equity Plan”). DreamWorks Studios granted to employees or consultants either actual
or phantom shares of stock (“Shares). During the year ended December 31, 2004, DreamWorks Studios
determined that the fair market value of the Shares in the Equity Plan had decreased from the previously
determined fair market value. Accordingly for the year ended December 31, 2004, $0.4 million in compensation
expense pursuant to the Equity Plan, net of reversals of previously recorded compensation expense, was allocated
to the Company. As of the Separation, deferred compensation liabilities associated with the Equity Plan of $0.9
million, were allocated to the Company.
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In connection with the Separation, the Company’s Board of Directors approved the 2004 Omnibus Incentive
Compensation Plan (“Omnibus Plan”) which provides for the grant of incentive stock options to Company
employees and non-statutory stock options, restricted stock, stock appreciation rights, performance units,
performance shares, restricted stock units and other stock equity awards to the Company's employees, directors
and consultants. Pursuant to the Omnibus Plan the aggregate number of shares of Class A common stock that
may be issued pursuant to awards granted under the Omnibus Plan is 15.0 million, of which approximately
6.4 million shares are available for future grants of equity awards as of December 31, 2006.

Equity Awards Previously Issued to Employees of DreamWorks Studios. In connection with the
Separation, the Company issued various equity awards to the employees of DreamWorks Studios which were
accounted for as a dividend to DreamWorks Studios, based on the grant date fair value of the underlying stock.
Upon Viacom’s acquisition of DreamWorks Studios, unvested restricted stock awards and all unvested and
vested stock options to purchase shares of the Company’s stock previously held by employees of DreamWorks
Studios who were not transferring to the Company were forfeited and cancelled. In accordance with the treatment
of the original dividend to DreamWorks Studios, the dividend recorded to DreamWorks Studios was not adjusted
for these forfeited and cancelled equity awards. For those DreamWorks Studios employees transferring to the
Company, it was determined that the original terms of their equity awards were not modified. Accordingly, on
January 31, 2006, the Company reversed $1.5 million of the original dividend to DreamWorks Studios with a
corresponding decrease to Additional-Paid-in-Capital, representing the unrecognized compensation cost of the
unvested portion of the equity awards associated with the transferred employees. Compensation costs related to
the unvested portions of the equity awards of the transferred employees are being recognized on a straight-line
basis over the remaining vesting period of the awards.

Compensation Cost Recognized. The impact of stock options (including stock appreciation rights) and
restricted stock awards on net income for the years ended December 31, 2006, 2005 and 2004, respectively, was
as follows (in thousands):

2006 2005 2004
Total equity-based compensation ... ................. $24.031 $17.732 $21,402
Tax impactt) . . . e (9,154) (6,773) (8,002)
Reduction in net income, netoftax . ................. $14.877 $10959 $13.400

M Tax impaci is determined at the Company’s annual blended effective tax rate.

The compensation cost recorded for the year ended December 31, 2004 primarily represented the cost
associated with fully vested stock issued to certain of the Company’s employees and advisors upon the
consummation of its initial public offering during the fourth quarter of 2004. Compensation cost capitalized as a
part of film costs was $2.0 million and $0.3 million for the years ended December 31, 2006 and 2003,
respectively. There was no compensation cost capitalized to film costs for the year ended December 31, 2004.

Prior to January 1, 2005, the Company followed the provisions of FAS 123 and provided the required pro
forma disclosures and, as allowed under FAS 123, had been following the intrinsic value method set forth in
APB 25 for stock option awards granted to employees at the Separation and the Company’s initial public
offering. Upon adoption of FAS 123R, as of January 1, 2005, the Company reversed the deferred compensation
costs, net of amortization of $32.2 million, with a corresponding reduction to the Company’s Additional Paid-In
Capital.

The Company adopted FAS 123R as of January 1, 2005 and accordingly began to record stock-based
compensation in accordance with its provisions. Under FAS 123R, the Company recognizes compensation costs
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for equity awards granted to its employees based on their grant-date fair value. Most of the Company’s equity
awards contain vesting conditions dependent upon the completion of specified service periods or achievement of
established sets of performance criteria. Compensation cost for service-based equity awards is recognized ratably
over the vesting period. Compensation cost for performance-based awards is adjusted to reflect the probability of
vesting. Generally, equity awards are forfeited by employees who terminate prior to vesting. However, certain
employment contracts for certain named executive officers provide for the acceleration of vesting in the event of
a change in control or specified termination events. In the quarter ended March 31, 2006, the Company began to
record compensation costs associated with equity awards of stock appreciation rights and restricted shares subject
to market-based conditions. Compensation costs related to awards with a market-based condition will be
recognized regardless of whether the market condition is satisfied, provided that the requisite service has been
provided. The Company currently satisfies exercises of stock options and stock appreciation rights, the vesting of
restricted stock and the delivery of shares upon the vesting of restricted stock units with the issuance of new

shares.

Excluding the DreamWorks Studios employees’ equity awards discussed above, the following table
summarizes information about restricted stock activity under the Company’s Omnibus Plan (in thousands, except

per share amounts):

Year Ended December 31, Period From Separation Date
2006 2005 through December 31, 2004

Weighted Weighted Weighted

Average Grant- Average Grant- Average Grant-

Restricted Date Restricted Date Restricted Date
Stock Fair Value Stock Fair Value Stock Fair Value
Outstanding at beginning of

period ... ... ... ... 2,970 $28.04 1,779 $28.00 102 $28.00
Granted .................. 678 27.32 1,519 33.75 1,702 28.00
Vested ..........covinnn. (382) 28.01 (281) 28.00 24) 28.00
Forfeited . . ................ (715} 27.94 “@n 27.98 ) 28.00
Balance at end of year ....... 2,531 $27.88 2,970 $28.04 1,779 $28.00

Compensation cost related to restricted stock awards is based upon the market price of the Company’s stock
on the date of grant, and is recognized on a straight-line basis over a four to seven-year period for those awards
which vest solely upon service. Approximately 83,000 and 1,021,000 of restricted stock awards that vest upon
the achievement certain cumulative performance goals over a four-year period as set by the Compensation
Committee of the Company’s Board of Directors (“Compensation Committee”) were granted in 2006 and 2005,
respectively. In addition to the achievement of the cumulative four-year performance goals, the vesting of the
individual awards is further subject to the completion of a required service period ranging from three to five
years. The total intrinsic value of restricted shares vested totaled $9.2 million during 2006, $7.3 million during
2005, and $0.9 million during 2004. The total fair value at grant of restricted stock vested during 2006, 2005 and
2004 was $10.7 million, $7.2 million and $0.7 million, respectively.

The fair value of stock option grants or stock appreciation rights (which are to be settled in stock} with
service or a performance-based vesting condition is estimated on the date of grant using the Black-Scholes
option-pricing model. Primary input assumptions of the Black-Scholes model used to estimate the fair value of
stock options include the grant price of the award, the company’s dividend yield, volatility of the company’s
stock, the risk-free interest rate and expected option term. As permitted by and outlined in SAB 107, the
Company applies the simplified method of calculating the weighted average expected term. The simplified
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method defines the weighted average expected term as being the average of the weighted average of the vesting
period and contractual term of each stock option granted. The use of the simplified method is permissible only
through December 31, 2007, after which time the Company will be required to wilize another method to
determine the weighted average expected term. In addition, in accordance with SAB 107, the estimated volatility
incorporates both historical volatility and the implied volatility of publicly traded options. Equity awards of stock
options and stock appreciation rights are generally granted with an exercise price based on the market price of the
Company’s stock on the date of grant, generally vest over a term of four to seven years and expire ten years after
the date of grant. Compensation cost for stock options is recognized ratably over the vesting period. Estimates of
the fair value of stock options are not intended to predict actual future events of the value ultimately realized by
employees who receive stock option awards, and subsequent events are not indicative of the reasonableness of
the original estimates of fair value made by the Company under FAS 123R.

The assumptions used in the Black-Scholes mode! were as follows:

20060 200510 20042
Dividendyield ............................. 0% 0% 0%
Expected volatility™™ .. ... ... . .. ...... . .... 35-40% 40-50% 50%
Risk-free interestrate . ...................... 4.19%-5.04%  3.62%-4.32% 2.23%-3.78%
Weighted average expected term (years} ......., 58 7.1 55

) The Company utilized an expected volatility of 35% for the period from April 1, 2006 through
December 31, 2006 and 40% for the three-month period ended March 31, 2006. The Company utilized
an expected volatility of 50% for the nine-month period ended September 30, 2005 and 40% for the
three month-period ended December 31, 2005.

) Stock options granted to employees at the Separation and the initial public offering were the only such
awards granted prior to January 1, 2005,

For equity awards subject to market-based conditions (such as stock-price appreciation), the Company uses
a Monte-Carlo simulation option-pricing model to determine the grant-date fair value. The Monte-Carlo
simulation option-pricing model takes into account the same input assumptions as the Black-Scholes model as
outlined above, however, it also further incorporates into the fair value determination the possibility that the
market condition may not be satisfied and impact of the possible differing stock price paths.
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Excluding the DreamWorks Studios employees’ equity awards discussed above, the following table
summarizes information about stock option\stock appreciation rights activity under the Company’s Omnibus
Plan (in thousands, except per share amounts):

Year Ended December 31, Period From Separation Date
2006 2005 through December 31, 2004
Weighted Weighted Weighted
Options Average Exercise Options Average Exercise Options Average Exercise
Quistanding  Price per Share  Outstanding  Price per Share Outstanding  Price per Share

Ouistanding at
beginning of

peried .......... 4,328 $27.39 3,660 $27.12 2,262 $25.21
Options granted . . . .. 1,071 28.26 1,036 28.11 1,652 28.00
Options exercised . .. (106) 8.48 (164) 20.89 (223) 13,75
Options expired/

canceled . ........ 1,600) 30.23 _(204) 31.44 __(3_1 3 31.30
Balance at end of

VEAr . .oaeanns 3,693 $27.29 4,328 $27.39 3,660 $27.12

Approximately 55,000 and 690,000 of these stock option awards granted in 2006 and 2005, respectively,
relate to the grant of stock options with performance criteria. Compensation cost associated with the option
grants made in 2005 has been recorded in full in 2006 and 2005 as management determined it was probable that
the objective performance goals over a cumulative four-year performance period set by the Compensation
Committee will be achieved. The weighted average grant-date value of options granted during the years 2006,
2005, and 2004 was $12.42, $20.15, and $13.40, respectively. The tota] intrinsic value (market value on date of
exercise less exercise price) of options exercised totaled $1.9 million during 2006, $2.1 million during 2005, and
$5.6 million during 2004.

The following table summarizes information concerning outstanding and exercisable options as of
December 31, 2006 (in thousands, except years and per share amounts):

Options outstanding Oplions exercisable
Weighted
Average Weighted Weighted
Remaining Average Average
Contractual  Exercise Exercise
Number Life Price Number Price
Range of Exercise Prices per Share Outstanding  (in years)  per Share Exercisable per Share
S1.00-83.23 .. e 1,312 0.18 $ 323 1,312 § 323
S6.46-38.00 .. . .. 229,785 2.66 8.04 229,785 3.04
$21.50-826.92 . ... .. s 343,888 8.52 24.77 167,657 24.58
$27.06-2800 . . 1,679,423 7.87 27.95 363,002 27.94
B28.15-932. 30 e 1,287,860 9.37 29.42 193,051 31.35
$33.55-837.5] ... e 146,596 7.8 37.04 87,051 37.33
$3758-533936 . ... 4,672 gii?; 38.80 1,455 38.88
Total oo e 3,693,536 w $27.29 1,043,313 $24.42

The aggregate intrinsic value of stock options outstanding and exercisable at December 31, 2006 was $9.9
million and $6.4 million, respectively.
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In addition to the awards described above, in January 2005, additional performance compensation awards
with respect to approximately 1,021,000 shares of Common Stock were granted to certain named executive
officers. No compensation costs were recorded for these awards in the period because management has currently
determined that it is not probable that the objective performance goals set by the Compensation Committee will
be achieved over the four-year performance period.

As required by FAS 123R, management made an estimate of expected forfeitures and is recognizing
compensation costs only for those equity awards expected to vest. The impact on previously reported pro forma
disclosures under FAS 123 where forfeitures were recognized as incurred is not material and therefore the
Company did not record an adjustment for a cumulative effect of this accounting change. As of December 31,
2006, the total compensation cost related to unvested equity awards granted to employees (excluding equity
awards with performance objectives not probable of achievement) but not yet recognized was approximately
$84.9 million. This cost will be amortized on a straight-line basis over a weighted average of 3.1 years.

Changes to the Company’s underlying stock price or satisfaction of performance criteria for performance-
based awards granted to employees could significantly impact compensation expense to be recognized in future
periods. In addition, future grants of equity awards will result in additional compensation expense in future
periods.

15, Income Taxes

At the time of the Company’s separation from DreamWorks Studios, affiliates controlled by a stockholder
entered into a series of transactions that resulted in a partial increase in the tax basis of the Company’s tangible
and intangible assets. This Tax Basis Increase is expected to reduce the amount of tax that the Company may pay
in the future to the extent the Company generates taxable income in sufficient amounts in the future. The
Company is obligated to remit to the stockholder’s affiliate 85% of any such cash savings in U.S. Federal income
tax and California franchise tax and certain other related tax benefits, subject to repayment if it is determined that
these savings should not have been available to the Company. At the time of the Company’s separation from
DreamWorks Studios, the Tax Basis Increase was $1.61 billion, resulting in a potential benefit to the Company
of $595.0 miltion.

As a result of the Tax Basis Increase, the Company realized $39.3 million in tax benefits in 2005 and
recognized net deferred tax assets of $47.6 million at December 31, 2005, which represented the tax benefit the
Company expected to realize in future years. As discussed above, the Company is obligated to remit to the
stockholder’s affiliate 83% of any such cash savings in U.S. Federal income tax and California income tax and
certain other related tax benefits. Accordingly, the Company recorded a liability to the stockholder’s affiliate of
$73.8 million as of December 31, 2005, representing 85% of these recognized benefits.

In conjunction with the filing of the Company’s 2005 Federal and California tax returns, the benefit for
2005 relating to the Tax Basis Increase was finalized resulting in $38.0 million in tax benefits for 2005. The
Company also recognized $7.6 million in net tax benefits as of December 31, 2006 based on 2006 estimated
taxable income and an evaluation of the amount of future tax benefits expected to be realized from the Tax Basis
Increase. As discussed above, the Company is obligated to remit to the stockholder's affiliate 85% of any such
cash savings in U.S. Federal income tax and California franchise tax and certain other related tax benefits. The
Company also made a $32.4 million cash payment to the stockholder’s affiliate in 2006 related to tax benefits
realized in 2005 from the Tax Basis Increase. Accordingly, the Company has recorded a liability to the
stockholder’s affiliate of $6.4 million as of December 31, 2006. To the extent that the Company does not realize
all of these tax benefits in future years, this liability to the stockholder’s affiliate may be reduced.
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The following are the components of the provision for income taxes (in thousands) for the years ended
December 31, 2006, 2005 and 2004:

2006 2005 2004

Current:

Federal ...t $(28,443) $(1,676) $ 95472

Stateand Local ........ ... ... i 63 2,186 9,277

FOTBIEN . .ot 896 806 2,318
Total current provision (benefit) ................... (27.484) 1,316 107,067
Deferred:

Federal ... .. i i 76,586 6,176 (16,741)

0 712 UGG — —_ —
Total deferred provision (benefit) .................. 76,586 6,176 (16,741}
Total income tax provision . .......... . cceeeannns $49.102 $7492 $ 90326

The provision for income taxes for the years ended December 31, 2006 and 2005 differed from the amounts
computed by applying the U.S. Federal statutory rate of 35% to income before income taxes and decrease
(increase) in income tax benefit payable to stockholder as a resuit of the following:

2006 2005 2004

U.S. Federal statutory Tate . ... ... ....vveeeennnennnriannnns 350% 350% 350%
U.S. state taxes, net of Federal benefit ...................... 0.2 0.6 21
Pre-Separation income not subject totax ............... ..., — — (14.3)
Revaluation of deferred tax assets,net ...................... 140.1 267y (0.5
Extra-territorial income exclusion . .. ... ool 8.7 (6.2) _—
Other, including reserves and related interest . ................ 1.9 32 (1.0)

168.5% 59% 21.3%
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The tax effects of temporary differences that give rise to a significant portion of the deferred tax assets and

deferred tax liabilities as of December 31, 2006 and 2005 are presented below (in thousands). Certain prior
amounts have been reclassificd to conform to current year presentation:

December 31,
2006 2005

Deferred tax assets:

Stock compensation ............... . L, $ 11423 § 5723

Foreigntaxcredits ............ ... ... ... ... ... ... 1,702 —

Net operating losses ................................ 4,369 3,293

Abandoned films ... ...........ooi 4,168 32,462

Basis step-up, related party (see above) ................. 524,188 566,819

Expenseaccrvals ............... . i 15,484 13,594

Filmassets ... ... ... ... . . . . . . 14,627 —_—

Other ... 202 634

Deferred tax assets . .........oo e, 576,163 622,525

Less: Valuation allowance ..........cooiiunnnnnnn. {567,114y  {530,390)

Netdeferredtax assets . ... .. 9,049 91,635
Deferred tax liabilities;

Filmassets ... .. ... ... .. i, — (10,852)

Property, plant and equipment ........................ (5,304) {116)

Other .. (155) (492)
Deferred tax liabilities . ........... ... ... ... . ... ..... (5,459) (11,460)
Netdeferredtax assets ............ccoeiineeonenn ... $ 3590 $ 80,175

In 2006, income tax expense attributable to the signing bonus received from Paramount of $26.3 million
was allocated to stockholders’ equity. Income tax expense (benefit) attributable to equity based transactions of
$0.3 millicn and ($2.4) million were allocated to stockholders’ equity for the years ended December 31, 2006
and 2005, respectively.

In assessing the realizability of deferred tax assets, the Company considers whether it is more likely than not
that some portion of the deferred tax assets will not be realized and records a valuation allowance to reduce its
deferred income tax assets to the amount that is more likely than not to be realized. The ultimate realization of
deferred tax assets is dependent on the generation of taxable income during the periods in which temporary
differences become deductible. In evaluating the Company’s ability to recover its deferred income tax assets it
considers all available positive and negative evidence, including its operating results, ongoing prudent and
feasible tax planning strategies, and forecasts of future taxable income. The Company has a valuation allowance
of $567.1 million and $530.9 million as of December 31, 2006 and 2005, respectively, for deferred tax assets
because of uncertainty regarding their realization. The increase in the valuation allowance was primarily the
result of the film costs write-down associated with the theatrical release of Flushed Away. A substantial portion
of the tax benefits from this write-down is not deductible for income tax purposes until future years and the
Company currently does not believe that it is more likely than not that there will be sufficient future taxable
income to realize these benefits.

The Company’s subsidiaries, prior to the Separation, generated federal and state net operating losses which
can be carried forward and utilized by the subsidiary who originally sustained the loss. In addition, the Company
generated additional state net operating losses in 2006 which can be carried forward and utilized by the Company
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to the extent the Company generates future taxable income. Federal and state net operating loss carryforwards of
$10.5 million and $13.2 million, respectively, as of December 31, 2006 begin to expire in 2018 and 2013,
respectively.

The Company's federal income tax return for the period from October 27, 2004 through December 31, 2004
is currently under examination by the Internal Revenue Service (“IRS"). The Company’s California Franchise tax
return for the years ended December 31 2004 and December 31, 2005 are currently under examination by the
Franchise Tax Board (“FTB”). While we believe that we have adequately provided for our tax liabilities,
including the outcome of the IRS and FTB examinations, it is possible that the amount paid upon resolution of
issues raised may differ from the amount provided. Differences between the reserves for tax contingencies and
the amounts owed by us are recorded in the period they become known. While the resolution of these tax
contingencies cannot be predicted with certainty, the Company does not believe, based on current knowledge,
that the ultimate outcome of any existing tax contingencies are likely to have a material impact on the
Company’s financial position, results of operations or cash flows.

As the Company was not subject to U.S. Federal and state taxes until the Separation Date, the following sets
forth its pro forma income tax expense for the year ended December 31, 2004 as if the Company had histerically
been subject 1o U.S. Federal and state taxes (in thousands):

Year ended
December 31,
2004

(unaudited)

Income before INCOME tAKES . . v o vt i e e i e e it i tam e s $ 423,326
Provision for income taxes—proforma .......... ... o oo (124,642}
Pro fOrma NELIMCOMIE .« .« oottt vt e e et et am e aaanans $ 298,684
Pro forma net income per share—basic . ....... ... .. ... ... it b 3.67
Pro forma net income per share—diluted ... ... ... ... ... ... o 3 364

16. Earnings Per Share Data

The Company calculates net income per share in accordance with FASB Statement No. 128 “Earnings Per
Share.” Basic per share amounts exclude dilution and are calculated using the weighted average number of
common shares outstanding for the period. Diluted per share amounts are calculated using the weighted average
number of common shares outstanding during the period and, if dilutive, potential common shares outstanding
during the period. Potential common shares include unvested restricted stock and common shares tssuable upon
exercise of stock options and stock appreciation rights using the treasury stock method.

As described in Note 14, on November 20, 2006, certain stockholders completed a secondary public
offering of 11,580,964 shares of the Company’s Class A common stock. As the shares of Class A common stock
sold in the Offering were comprised of existing outstanding shares held by these stockholders, there was no
change to the total amount of basic shares outstanding.
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The following table sets forth the computation of basic and diluted net income per share (in thousands,
except per-share amounts)

2006 2005 20040
Numerator:
Netincome ... ... ... . i i i $ 15,125 $104,585 $333,000
Denominator:
Weighted average common shares and denominator for basic
caleulation ... ... 103,309 103,107 81,432
Weighted average effects of dilutive equity-based compensation
awards
Employee stock options\stock appreciation rights ........... 192 335 660
Unvested restricted shares . ............................ 111 620 59
Denominator for diluted calculation ............................. 103,612 104,062 82,151
Net income per share—basic .......... ... ... ... .............. $ 0415 % 101 $ 409
Net income pershare—diluted . . ................................ $ 015 § 101 $§ 405

(U For the year ended December 31, 2004, the basic per-share amount is calculated using the weighted average
of (i) from January 1, 2004 through the Separation Date, the number of shares of common stock outstanding
immediately following the Separation, but not including the shares issued in our initial public offering, as if
such shares were outstanding for the entire period and (ii) from the Separation Date through December 31,
2004, the weighted average number of shares of common stock outstanding. The diluted share amount is
calculated using the weighted average of: (i) from January 1, 2004 through the Separation Date, the number
of shares of common stock outstanding immediately following the separation, but not including the shares
issued in our initial public offering, plus the impact of 487,000 shares of Class A common stock which
underlie equity based compensation awards converted at the Separation (using the treasury stock method)
and (i) from the Separation Date through December 31, 2004, the weighted average number of shares of
common stock outstanding plus 1,418,000 shares of Class A common stock which underlie equity based
compensation awards converted at the Separation and issued during the period (using the treasury stock
method).

The following table sets forth (in thousands) the number of options to purchase shares of common stock and
stock appreciation rights, and shares of restricted common stock which were not included in the calculation of
diluted per share amounts because they were anti-dilutive. In addition, the table sets forth the following number
of equity awards subject to performance conditions which were also not included in the calculation of diluted net
income per share because the number of shares that will be ultimately issued is contingent upon the Company’s
performance against measures established for the performance period:

2006 2005 2004

Options to purchase shares of common stock and stock appreciations rights .......... 2,108 2,857 422
Equity awards subject to performance conditions ............ ... .. ............. 1,849 1,711 1,711
Total 3957 4,568 2,133

In addition, as a result of the acquisition of DreamWorks Studios by Viacom, on January 31, 2006
approximately 0.3 million of unvested restricted shares and 0.6 million of unvested options to purchase shares of
the Company’s common stock were forfeited and cancelled, respectively. This number of equity awards
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represented the unvested portions of equity awards granted to certain employees of DreamWorks Studios under
the Company’s 2004 Omnibus Incentive Compensation Plan as of such date. In addition, approximately
0.5 million of vested options to purchase shares of the Company’s common stock held by certain employees of
DreamWorks Studios were also cancelled in connection with the Acquisition.

17. Quarterly Financial Information (Unaudited)

The unaudited quarterly financial statements have been prepared on substantially the same basis as the
audited financial statements, and, in the opinion of management include all adjustments, consisting of only
normal and recurring adjustments, necessary for a fair presentation of the results of operations for such periods
{(in thousands, except per share data):

Quarter Ended
March 31 June 30 September 30  December 31
(unaudited)

2006
Operating FEVENUE . . . ..uuuunnvrrrn e raaannns $ 60,096 $ 74886  $55,584 $204,276
Gross profit {loss) .. ... ..o 33,142 34,385 25,845 (15,660}
Income before INCOMELAXES ... oot v it iniier e ns 16,871 16,534 21,166 9,656
Net income (l055) -« oot vt iie i 12,328 13,664 10,467 (21,334)
Basic net income (lossy pershare ............. ... ... .. $ 012 $§ 013 $ 0.10 $ (0.20)
Diluted net income (loss) pershare . . .................... $ 012 $ 013 $ 0.0 $ (0.20)
2005
Operating reVeNUE .. .. .vvvnueeeniite i ennneeennnns $166,959 $ 35355  $87.107 $172,895
Grossprofit .. ... e 86,540 9,430 31,548 63,809
Income (loss) before income taxes ...................... 68,851  (18,960) 16,250 45,942
Netincome (I0SS) ... ..t ivenne i 45,673 (3,660) {656) 63,234
Basic net income (loss) pershare ................. ... ... $ 044 § (VO4) $ (001 $ 0.6l
Diluted net income (loss) pershare .. .................... $ 044 $ (004 § (001 3 06l

18. Subsequent Event

Stock Repurchase Program. In February 2007, the Company’s Board of Directors approved a stock
repurchase program. Under this program, the Company may repurchase up to an aggregate of $150 million of its
outstanding stock during the period ending August 31, 2008, Repurchases, if any, may be made via open-market
purchases, block trades, private transactions or such other transactions as the Company deems appropriate.
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Item 9.  Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None,
Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

As of December 31, 2006, our management carried out an evaluation, under the supervision and with the
participation of our chief executive officer and chief financial officer, of the effectiveness of the design and
operation of the Company’s disclosure controls and procedures as such term is defined under Exchange Act Rule
13a-15(e). Based on this evaluation, the chief executive officer and the chief financial officer have concluded that
as of December 31, 2006, such disclosure controls and procedures were effective to provide reasonable assurance
that we record, process, summarize and report the information we must disclose in reports that we file or submit
under the Securities Exchange Act of 1934, as amended, within the time periods specified in the SEC’s rules and
forms.

Management’s Report on Internal Control Over Financial Reporting

Management is responsible for establishing and maintaining adequate internal coantrol over financial
reporting. Under the supervision and with the participation of management, including the chief executive officer
and chief financial officer, management assessed the effectiveness of internal control over financial reporting as
of December 31, 2006 based on the framework in “Internal Control—Integrated Framework™ issued by the
Committee of Sponsoring Organizations of the Treadway Commission. Based on that assessment, management
has concluded that our internal control over financial reporting was effective at December 31, 2006 to provide
reasonable assurance regarding the reliability of our financial reporting and the preparation of our financial
statements for external purposes in accordance with United States generally accepted accounting principles. Due
to its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. In
addition, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of compliance with the policies or
procedures may deteriorate.

Ernst & Young LLP, an independent registered public accounting firm, has audited our financial statements
included in this Form 10-K and has issued its report on management's assessment of the effectiveness of our
internal control over financial reporting as of December 31, 2006, which is included herein.

Changes in Internal Control over Financial Reporting

During the three months and six months ended December 31, 2006, we implemented changes in our interna)
monitoring controls over the financial reporting from our distributor, as a result of our new distribution and
fulfillment services agreement with Paramount. We believe the changes we have made have not negatively
affected our internal control over financial reporting. There have been no other changes in our internal control
over financial reporting that occurred during the period covered by this Annual Repon that have materially
affected, or are reasonably likely to materially affect, our internal control over financial reporting

Item 9B. Other Information

None.
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Item 10. Directors, Executive Officers and Corporate Governance

In addition to the information set forth under the caption “Executive Officers of the Registrant” in Part 1 of
this Form 10-K, the information required by this Item is incorporated by reference from our Proxy Statement for
the 2007 Annual Meeting of Stockholders.

Item 11. Executive Compensation

The information required by this Item is incorporated by reference from our Proxy Statement for the 2007
Annual Meeting of Stockholders.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information required by this Item is incorporated by reference from our Proxy Statement for the 2007
Annual Meeting of Stockholders.

Item 13, Certain Relationships and Related Transactions, and Directer Independence

The information required by this Item is incorporated by reference from our Proxy Statement for the 2007
Annual Meeting of Stockholders.

Item 14. Principal Accounting Fees and Services

The information required by this Item is incorporated by reference from our Proxy Statement for the 2007
Annuatl Meeting of Stockholders.
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PART IV

Item 15. Exhibits and Financial Statement Schedules.
{a)(1) Financial Statements
The information required by this Item is included in Item 8 of Part II of this Form 10-K.

(a}¥2) Financial Statement Schedules
The information required by this item is included in Item 8 of Part II of this Form 10-K.

(a)(3) and (b) Exhibits

The Exhibits listed in the Index to Exhibits (except for Exhibit 32.1, which is furnished with this Form
10-K), which appears immediately following the signature page and is incorporated herein by reference, are filed
as part of this Form 10-K,
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, this report has
been signed on behalf of the registrant by the undersigned, thereunto duly authorized on this 27th day of
February, 2007.

DREAMWORKS ANIMATION SKG, INC.

By: /s/ KRISTINA M. LESLIE

Kristina M. Leslie
Chief Financial Officer

POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS:

That the undersigned officers and directors of DreamWorks Animation SKG, Inc. do hereby constitute and
appoint Jeffrey Katzenberg and Katherine Kendrick, and each of them, the lawful attorney and agent or aitorneys
and agents with power and authority to do any and all acts and things and to execute any and all instruments
which said attorneys and agents, or either of them, determine may be necessary or advisable or required to enable
DreamWorks Animation SKG, Inc. to comply with the Securities Exchange Act of 1934, as amended, and any
rules or regulations or requirements of the Securities and Exchange Commission in connection with this annual
report on Form 10-K. Without limiting the generality of the foregoing power and authority, the powers granted
include the power and authority to sign the names of the undersigned officers and directors in the capacities
indicated below to this annual report on Form 10-K or amendment or supplements thereto, and each of the
undersigned hereby ratifies and confirms all that said attorneys and agent, or either of them, shall do or cause to
be done by virtue hereof. This Power of Attorney may be signed in several counterparts.

IN WITNESS WHEREOF, each of the undersigned has executed this Power of Attorney as of the date
indicated opposite his or her name.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated:

Signature '_I‘E Date

/s/ JEFFREY KATZENBERG Chief Executive Officer and Director February 27, 2007
Jeffrey Katzenberg (Principal Executive Officer)

/s/ KRISTINA M. LESLIE Chief Financial Officer February 27, 2007
Kristina M. Leslie {Principal Financial Officer)

Is/  WiLLiaM E. LOSCH Chief Accounting Officer February 27, 2007

William E. Lasch (Principal Accounting Officer)
/s/  ROGER A. ENRICO Chairman of the Board of Directors February 27, 2007
Roger A, Enrico
fs/ LEwWIS W. COLEMAN Prasident and Director February 27, 2007

Lewis W, Coleman



Signature

/s/  PAUL G. ALLEN

Paul G. Allen

/s/  Davip GEFFEN

David Geffen

/s/  JuDsoN C. GREEN

Judson C. Green

fs/ MELLODY HOBSON

Mellody Hobson

Isf  MICHAEL J. MONTGOMERY

Michael J. Montgomery

/s/  NATHAN MYHRVOLD

Nathan Myhrvold

/s HOwARD SCHULTZ

Howard Schultz

/sf KARL M. vON DER HEYDEN

Karl M. von der Heyden

/s/ MARGARET WHITMAN

Margaret Whitman

Director

Director

Director

Director

Director

Director

Director

Director

Director
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Separation Agreement, dated October 27, 2004,
among DreamWorks Animation LL.C,,
DreamWorks Animation SKG, Inc. and
DreamWorks L.L.C.

Amendment to Separation Agreement executed
on December 18, 2006 by and among
DreamWorks Animation SKG, Inc., DreamWorks
Animation L.L.C., DreamWorks L.L..C,,
Diamond Lane Productions, Inc. and Steven
Spielberg

Restated Certificate of Incorporation of
DreamWorks Animation SKG, Inc.

By-laws of DreamWorks Animation SKG, Inc.
(as amended and restated on December 5, 2005)

Specimen Class A Common stock certificate

Restated Certificate of Incorporation of
DreamWorks Animation SKG, Inc. (filed as
Exhibit 3.1 hereto)

Registration Rights Agreement, dated

October 27, 2004, among DreamWorks
Animation SKG, Inc., DWA Escrow LLLP, M&)J
K Dream Limited Partnership, M&J K B Limited
Partnership, DG-DW, L.P., DW Lips, L.P., DW
Investment I, Inc. and the other stockholders
party thereto

DreamWorks Animation SKG, Inc. 2004
Omnibus Incentive Compensation Plan

Formation Agreement, dated October 27, 2004,
among DreamWorks Animation SKG, Inc.,
DreamWorks L.L..C., DWA Escrow LLLP and
the stockholders and other parties named therein

Stockholder Agreement, dated October 27 , 2004,
among Holdco LLLP, M&J K B Limited
Partnership, M&J K Dream Limited Partnership,
The JK Annuity Trust, The MK Annuity Trust,
Katzenberg 1994 Irrevocable Trust, DG-DW,
L.P., Jeffrey Katzenberg and David Geffen

Stockholder Agreement, dated October 27, 2004,
among DreamWorks Animation SKG, Inc,,
Holdco LLLP, M&J K B Limited Partnership,
M&J K Dream Limited Partnership, The JK
Annuity Trust, The MK Annuity Trust,
Katzenberg 1994 Irrevocable Trust, DG-DW,
L.P., DW Investment I, Inc., Jeffrey Katzenberg,
David Geffen and Paul Allen

10-K

8-K

10-K

8-K

10-K
10-K

10-K

10-K

10-K

10-K

10-K

001-32337

(01-32337

001-32337

001-32337

001-32337
001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

2.1

99.1

3.1

32

4.1
42

43

10.1

10.2

10.3

104

3/28/05

12/18/06

3/28/05

12/08/05

3/28/05
3/28/05

3/28/05

3/28/05

3/28/05

3/28/05

3/28/05




Exhibit Filing Filed

Number Exhibit Description Form File No. Exhibit Date herewith
10.5 Distribution Agreement, dated October 7, 2004, 10-K 001-32337 105 3/28/05

between DreamWorks Animation SKG, Inc. and

DreamWorks L.L.C,
10.6 Letter of Amendment and Clarification, dated 10-Q 001-32337  10.1 11/14/05

November 11, 2005, between DreamWorks
Animation SKG, Inc. and DreamWorks L.L.C.

10.7 Services Agreement, dated October 7, 2004, 10-K 001-32337 10.6  3/28/05
between DreamWorks Animation SKG, Inc. and
DreamWorks L.L.C,

10.8 Letter Amendment to Services Agreement, dated 10-K 001-32337 10.8  3/10/06
January 31, 2006, between DreamWorks
Animation SKG, Inc. and DreamWorks L.L.C.

10.9 Assignment of Trademarks and Service Marks, 10-K 001-32337 10.7  3/28/05
dated Qctober 27, 2004, between DreamWorks
Animation L.L.C. and DreamWorks L.L.C.

10.10 Trademark License Agreement, dated October 27, 10-K 001-32337 10.8  3/28/05
2004, between DreamWorks Animation L.L.C. and
DreamWorks L.L.C.

10.11 Tax Receivable Agreement, dated October 27, 10-K 001-32337 109 3/28/05
2004, between DreamWorks Animation SKG, Inc.
and DW Investment I, Inc.

10,12+  Agreement Among DreamWorks L.L.C., 10-K 001-32337 10.1¢  3/28/05
DreamWorks Animation SKG, Inc. and Vivendi
Universal Entertainment LLLP, dated as of
October 7, 2004

10.13 1 Amended and Restated Master Agreement, dated 10-K 001-32337 10.11  3728/05
October 31, 2003, between DreamWorks L.L.C.
and Vivendi Universal Entertainment LLLP (the
“DW/Universal Master Agreement™)

10.14 +  Exhibit A to the DW/Universal Master 10-K 001-32337 10.12  3/28/05
Agreement—Foreign Theatrical Distribution
Agreement between DreamWorks L.L.C. and
Universal City Studios, Inc.

10.15 + Exhibit B to the DW/ Universal Master 10-K 001-32337 10,13 3/28/05
Agreement—Home Video Fulfillment Services
Agreement between DreamWorks L.L.C. and
Universal City Studios, Inc.

10.16 ¥+  Amendment 2 to Exhibit B to the DW/Universal 10-K 001-32337 10.14  3/28/05
Master Agreement, dated January 15, 2002

10.17+  Exhibit D to the DW/ Universal Master 10-K  (001-32337 10.15  3/28/05
Agreement—Theme Park Agreement between
DreamWorks L.L.C. and Universal City Studios,
Inc.

10.18 * Employment Agreement, dated October 8, 2004, 10-K 001-32337 10.16  3/28/05
between DreamWorks Animation SKG, Inc. and
Jeffrey Katzenberg (as amended on March 24, 2005)
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10.19 *

10.20 *

10.21 *

10.22 *

10.23 *

10.24 *

10.25 *

10.26 *

10.27 *

10.28 *

10.29 *

10.30 *

Second Amendment, effective as of December 5,
2005, to the Employment Agreement dated
October 8, 2004, between DreamWorks
Animation SKG, Inc. and Jeffrey Katzenberg

Waiver, effective as of December 5, 2005, to the
Employment Agreement, dated as of October 8,
2004, as amended, between DreamWorks
Animation SKG, Inc. and Jeffrey Katzenberg

Amended and Restated Employment Agreement,
dated as of December 7, 2006, by and between
DreamWorks Animation SKG, Inc. and Roger
Enrico

Waiver, effective as of December 5, 2005, to the
Employment Agreement, dated as of October 8,
2004, as amended, between DreamWorks
Animation SKG, Inc. and Roger Enrico

Employment Agreement, dated October 8, 2004,
between DreamWorks Animation SKG, Inc. and
Ann Daly

First Amendment, effective as of December 3,
2005, to the Employment Agreement dated
October 8, 2004, between DreamWorks
Animation SKG, Inc, and Ann Daly

Employment Agreement, dated October 8, 2004,
between DreamWorks Animation SKG, Inc. and
Katherine Kendrick

Amendment, effective as of June 22, 2005, to the
Employment Agreement, dated as of October 8,
2004, between DreamWorks Animation SKG,
Inc. and Katherine Kendrick

Second Amendment, effective as of December 5,
2005, to the Employment Agreement dated
October 8, 2004, as amended, between
DreamWorks Animation SKG, Inc. and Katherine
Kendrick

Employment Agreement, dated October 8, 2004,
between DreamWorks Animation SKG, Inc. and
Kristina M. Leslie

Amendment, effective as of June 22, 2005, to the
Employment Agreement, dated as of October 8,
2004, between DreamWorks Animation SKG,
Inc. and Kristina M. Leslie

Second Amendment, effective as of December 5,
2005, to the Employment Agreement dated
October 8, 2004, as amended, between
DreamWorks Animation SKG, Inc. and Kristina
M. Leslie

8-K

8-K

8-K

10-K

8-K

10-K

10-K

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

10.2

10.7

99.2

10.6

10.18

10.5

10.19

10.2

104

10.20

10.1

10.3

12/8/05

12/8/05

12/7/06

12/8/05

3/28/05

12/8/05

3/28/05

7125105

12/8/05

3/28/05

7/25/05

12/8/05
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1031 *

10.32 *

10.33

10.34

10.35

10.36

10.37

10.38

10.39

10.40 1

10.41 1

10.42 *

Consulting Agreement dated October 8, 2004,
between DreamWorks Amimation SKG, Inc. and
David Geffen

Consulting Agreement dated October &, 2004,
between DreamWorks Animation SKG, Inc. and
Steven Spielberg

Credit Agreement, dated October 27, 2004,
among DreamWorks Animation SKG, Inc. and
the lenders party thereto

Limited Liability Limited Partnership Agreement
of DWA Escrow LLLP, dated October 27, 2004

Subscription Agreement and Amendment of
Limited Liability Limited Partnership Agreement,
dated as of January 31, 2006, among DWA
Escrow LLLP, DW LLC, DW Lips, L.P., M&J K
B Limited Partnership, M&J K Dream Limited
Partnership, DG-DW, L.P., DW Investment II,
Inc., Lee Entertainment, L.L.C., DreamWorks
Animation SKG, Inc. and DreamWorks L.L.C.

Standstill Agreement, dated October 27, 2004
among DreamWorks Animation SKG, Inc.,
Steven Spielberg, DW Lips, L.P., M&J KB
Limited Partnership, DG-DW, L.P. and DW
Investment II, Inc.

Agreement and Plan of Merger, dated October 7,
2004, between Pacific Data Images, Inc.,
DreamWorks Animation SKG, Inc. and DWA
Acquisition Corp.

Subordinated Loan Agreement, dated October 27,
2004, between DreamWorks Animation SKG,
Inc. and Home Box Office, Inc.

Share Withholding Agreement, dated March 23,
2005, between DreamWorks Animation SKG,
Inc. and DreamWorks L.L.C.

Distribution Agreement among DreamWorks
Animation SKG, Inc¢., Paramount Pictures
Corporation, DreamWorks L.L.C. and Viacom
Overseas Holdings C.V. dated as of January 31,
2006

Fulfillment Services Agreement among
DreamWorks Animation Home Entertainment,
L.L.C., Paramount Home Entertainment, Inc. and
Viacom Overseas Holdings C.V. dated as of
January 31, 2006

Form of Restricted Share Award Agreement
(Time Vested).

10-K

10-K

10-K

10-K

10-K

10-K

10-K

10-K

10-K

8-K

8-K

8-K

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

001-32337

10.21

10.22

10.23

10.24

10.35

10.25

10.26

10.27

10.28

10.1

10.2

99.1

3/28/05

3/28/05

3/28/05

3/28/05

3/10/06

3/28/05

3/28/05

3/28/05

3/28/05

2/6/05

2/6/05

12/1/06
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10.43 * Form of Stock Appreciation Right Award 8K 001-32337 99.2 12/1/06
Agreement (Time Vested).

10.44 * Form of Restricted Stock Unit Award Agreement  8-K  001-32337 993 12/1/06
for Non-employee Directors.

10.45 * Form of Stock Appreciation Right Award 8-K 001-32337 994 12/1/06
Agreement for Non-employee Directors.

10.46 * Form of Stock Appreciation Rights Award 8-K 001-32337 995 12/1/06
Agreement (Performance).

10.47 * Form of Restricted Share Award Agreement 8-K 001-32337 996 12/1/06
(Performance).

1048 * Form of Performance Compensation Award B-K 001-32337 997 12/1/06
Agreement.

10.49 * Amended and Restated Employment Agreement X
dated as of January 19, 2007 by and between
DreamWorks Animation SKG, Inc. and Anne
Globe

10.50 First Amendment dated as of February 23, 2007 X
to the Credit Agreement dated as of October 27,
2004 among DreamWorks Animation SKG, Inc.
and the lenders party thereto

14 Code of Business Conduct and Ethics X

21.1 List of subsidiaries of DreamWorks Animation X
SKG, Inc.

23.1 Consent of Ernst & Young LLP X

311 Certification of Chief Executive Officer pursuant X
to Exchange Act Rule 13a-14(a) or 15d-14(a}, as
Adopted Pursuant to Section 302 of the Sarbanes-
Oxley Act of 2002

312 Certification of Chief Financial Officer pursuant X
to Exchange Act Rule 13a-14(a) or 15d-14{a), as
Adopted Pursuant to Section 302 of the Sarbanes-
Oxley Act of 2002

32.1 Certifications of Chief Executive Officer and X

T

*

Chief Financial Officer Pursuant to 18 U.S.C.
Section 1350, as Adopted Pursuant to Section 906
of the Sarbanes-Oxley Act of 2002

Confidential treatment has previously been granted by the SEC for certain portions of the referenced exhibit.

Management contract or compensatory plan or arrangement.
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EXHIBIT 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference in the Registration Statement (Form S-8 No. 333-119994)
pertaining to the 2004 Omnibus Incentive Compensation Plan and in the Registration Statement (Form S-3
No. 333-138712) of DreamWorks Animation SKG, Inc. of our reports dated February 26, 2007 with respect to
the consolidated financial statements of DreamWorks Animation SKG, Inc., DreamWorks Animation SKG,
Inc.’s management’s assessment of the effectiveness of internal control over financial reporting, and the
effectiveness of internal control over financial reporting of DreamWorks Animation SKG, Inc. included in this
Annuai Report (Form 10-K) for the year ended December 31, 2006.

fs/ ERNST & YOUNG LLP

February 26, 2607
Los Angeles, California




Exhibit 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
PURSUANT TO EXCHANGE ACT RULE 13A-14(A) OR 15D-14(A),
AS ADOPTED PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Jeffrey Katzenberg, certify that:

1.

I have reviewed this Annual Report on Form 10-K of DreamWorks Animation SKG, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)), for the registrant and
have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this repont is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materialty affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board
of directors (or persons performing the equivalent functions):

a)  All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: February 27, 2007 /s!  JEFFREY KATZENBERG

Jeffrey Katzenberg, Chief Executive Officer
(Principal Executive Officer)




Exhibit 31.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER
PURSUANT TO EXCHANGE ACT RULE 13A-14{A) OR 15D-14(A),
AS ADOPTED PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

1, Kristina M. Leslie, certify that:

1.

I have reviewed this Annual Report on Form 10-K of DreamWorks Animation SKG, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)), for the registrant and
have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particutarly
during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal contro} over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board
of directors (or persons performing the equivalent functions):

a)  All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: February 27, 2007 /s/  KRISTINA M. LESLIE

Kristina M. Leslie, Chief Financial Officer
(Principal Financial Officer)




Exhibit 32,1

Certification Pursuant to
18 U.S.C. Section 1350
As Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

In connection with the Annual Report on Form 10-K of DreamWorks Animation SKG, Inc., a Delaware
corporation (the “Company”), for the period ending December 31, 2006, as filed with the Securities and
Exchange Commission on the date hereof (the “Report™), each of the undersigned officers of the Company
certifies pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of
2002 that:

1. the Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of
1934: and

2. the information contained in the Report fairly presents, in all material respects, the financial condition and
results of operations of the Company.

Dated: February 27, 2007 . /s!/  JEFFREY KATZENBERG

Jeffrey Katzenberg
Chief Executive Officer

Dated: February 27, 2007 fs/ KRISTINA M. LESLIE

Kristina M. Leslie
Chief Financial Officer

A signed original of this written statement required by Section 906 of the Sarbanes-Oxley Act of 2002, or
other document authenticating, acknowledging or otherwise adopting the signatures that appear in typed form
within the electronic version of this written statement required by Section 906 of the Sarbanes-Oxley Act of
2002, has been provided to the Company and will be retained by the Company and furnished to the Securities
and Exchange Commission or its staff upon request.




Boarp oF DIRECTORS
Paul G. Allen
Chairman of Vulcan, Inc,

Lewis Coleman
President and Chief Financial Qfficer of
DreamWorks Animation SKG, Inc,

Roger A. Enrico
Chairman of DreamWorks
Animation SKG., Inc.

David Geffen
Co-Founder of DreamWorks SKG

Judson C. Green
President and Chicf Exccutive Qfficer
of NAVTEQ Corporation

Mellody Hobson
President of Ariel Capital
Management, LLC

Jeffrey Karzenberg
Chief Executive Officer
of DreamWorks Animation SKG, Inc.

Michacl Monigomery
President of Montgomery & Co. LLC

Nathan Myhrvold
Chief Executive Officer

of Tniellectyal Veatuses

Howard Schultz
Chairman and Chicf Global Strategist

of Starbucks Corporation

Karl M. von der Heyden
Former Vice Chzirman and
Chief Financial Officer

of PepsiCo, Inc.

Margaret Whitman
President and Chief Executive Officer

of cBay Inc.

Executive OFFICERS
Roger A. Enrico
Chairman

Jeflrey Katzenberg
Chiel Exccutive Officer

Lewis Colcman
President and Chief Financial Officer

Ann Daly
Chief Operating Officer

Katherine Kendrick
General Counsei and Corporate Sccretary

Anne Clobe
Head of Worldwide Markcting and
Consumer Products

€3 2007 DreamWorks Animation SKG. Tne, All rights reserved.
DreamWorks Animation and the IlreamWarks Animation loge
ase registered trademarks of DreamWorks Animatioa SKC. lac.
All other pames are trademarks of their respective owners.

CoORPORATE HEADQUARTERS
1000 Flower Street
Glendale, CA 91201

Lecar. COUNSEL

Cravath, Swzine & Moore LLP
Worldwide Plaza. 825 Eighth Avenue
New York, NY 13019

INDEPENDENT AUDITORS
Ernst & Young LLP

315 South Figucroa Street
Los Angeles, CA 50017-5418

TRANSFER AGENT AND REGISTRAR
The Bank of New York

Sharcholder Relations Department

P.O. Box 11258

Church Street Station

New York, NY 10286

{800) 524-4458

www.stockbny.com

INvESTOR RELATIONS
Rich Sullivan
ir@dreamworksanimation.com

(818) 695-3900

Form 10-K

A copy of our Form 10-K for the year coded
December 31, 2006, filed with the Securities
and Exchange Commission, is available on
DreamWorks Animation’s corporate website
at www.dreamworksanimation.com or by
contacting lnvestor Refations.

Stock LisTING

DreamWorks Animation SKG, Inc.
Class A Common Stock is listed on the
New York Stock Exchange under the
symbol “DWA~"

ANNUAL STOCKHOLDERS' MEETING
The Annual Meeting of Stockholders will be
held May 9, 2007 41 8:00 a.m. PDT at the
Sheraton Universal Hotel, Universal City, CA.

CORPORATE GOVERNANCE

GUIDELINES

DreamWorks Animations Corporate Governanee Guide-
lines are available oo DrcamWorks Anumation's corparate
websiic at www.dreamworksasimation.com. You may
obiain a copy of DreamWaorks Animation’s Corporare
Governance Guidelincs without charge through
DreamWorks Animation’s corporate headquarters.

FORWARD-LOOKING STATEMENTS
This decument includes certain forward-looking state-
ments within the meaning of the Private Sccorities
Litigation Reform Act of 1995 Qur plazs, prospects,
sirategies, proposals and our belicls and expectations
concerniag performance of our current and future
releases and anticipared 1afens, direciors and storyline
for our upcoming films, constitere forward-looking

designed by curran & connors, inc. / www.culfan-connors.com

statements. These statements are hased on curreat
¢xpectations, cstimates, [orecasts and projections about
the indusiry in which we operate aod management’s
belicls and assumptions. These statcments are not
guarantees of futurc performasce and involve risks,
uncertzinties and assumptions which are difficult o
predict. Actual results may vary materially from those
expressed or implied by the staremeants herein due 1o
chaoges in cconomic, business, competitive. techeolog:
ical and/or regulatory factors. and other risks and
uncertainties affecting 1he operation of the business of
DreamWorks Animation SKG, Inc. These risks and
uncertainties include: audicace accepiance of our [ilms.
our dependence on the suceess of a limited number of
releases each yeas, the increasing cost of producing
and marketing fcature (ilms, piracy of motion pictures,
1he effect of rapid techaological change or alteraative
forms of cafcrtainmesnt and cur peed 1o protect our
proprictary techaology and eohance or develop new
technology. In addition. duc to the uncerszinties and
risks invelved in the developmear and production of
animated {eature films, the refease dates for the films
described in this document may be delaycd. For a fur-
ther list and description of such risks and uncertaia-
fics, see the reports filed by us with the Securitics aad
Exchasge Commission, our quarterly reports on Form
10-Q for the first, sccond and third quarters of 2006.
and our annval seport on Form 10-K for the year eaded
December 31, 2006. DreamWorks Animation is under
o obligation to, and ¢xpressly disclasms any obliga-
tion to, update or alter its forward-looking statements.
whether as a result of new information, foruce cvents,
changes in assumptions or otherwise,
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